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28 of Treasury’s famous secret loopholes and 


hardships revealed by Ways & Means Committee 


For months now the tax fraternity has been aware that the Treasury had a list 


of loopholes in the law that it considered too hot to release, for fear of encouraging 


taxpayers to flock to use these tax-saving devices. Now, preparatory to hearings by 


the Subcommittee on Internal Revenue Taxation, Representative Mills makes 


public 
Treasury describes these 


iy of the unintended tax hard- 
ships and benefits uncovered by the 


Treasury were carried over from the 
1939 Code. These include the follow- 
ing. 


Oil production payments 


A practice has developed under which 
the owners of oil or mineral properties 
sometimes carve out and sell a portion 
of their future right to oil or other min- 
eral production, such as the right to 


receive the first $50,000 realized from 


the production of oil, or the right to 
receive the first 10,000 barrels of oil. 
Recent held that 


the sale of a production payment carved 


court decisions have 
out of any interest which the taxpayer 
has in an oil well is eligible for capital 
Also, it held 


who gave a mineral 


gain treatment. has been 


that a taxpayel 


payment to a charity was entitled to a 


charitable deduction for the value of the 


payment and at the same time could 


exclude the mineral income from his 


taxable income. 
It is suggested that the proceeds re- 
the sale of oil and other 


ceived from 


mineral production payments by per- 
sons who carve them out of larger in- 
terests be treated as ordinary income 
from the production of minerals. In 
the case of donations of carved-out pro- 
duction payments adjustments would be 
made to prevent double benefits; that 
is, the benefit both of an exclusion from 
income and a charitable deduction. 

It is suggested that the subcommittee 
may also want to examine various other 
arrangements by which interests in oil 
and other mineral sold after the tax- 
payer has previously disposed of operat- 


ing interests in mineral production. 


notorious items. 


28 of these unintended loopholes and tax hardships. Here is how the 


The subcommittee may want to con- 
sider making these provisions effective 
with respect to transactions entered into 
after the date of this report. 


Amortization of premiums on tax- 
exempt bonds held by dealers 


Under the present law where tax- 
exempt State and local government 


bonds are purchased at a premium, the 


premium generally must be amortized 


over the life of the bond and, in effect, 


offset the 


against tax-exempt _ interest 
income. Exceptions are provided to this 
general rule for dealers in tax-exempt 
securities with respect to bonds disposed 
of within 30 days, and bonds with a 
maturity or call date more than 5 years 
from the time they were acquired. Since 
amortization of the premium is not re- 
quired by a dealer under these circum- 
stances, he realizes an ordinary loss up- 
on sale or redemption of bonds disposed 
of within 30 days, or for bonds maturing 
than 5 his date of 
acquisition. This loss, which: may be 


offset 


more years from 


against taxable income, is_at- 
tributable to the interest payments the 
taxpayer is not required to include in 
his taxable income. 

It is suggested that these 30-day and 
5-year rules be removed with the result 
that dealers in tax-exempt bonds will 
be treated the same as other holders of 
tax-exempt bonds. This might be made 
with bonds pur- 
chased after the date of this report. 


effective respect to 


Transfers of installment obligations to 
controlled insurance companies 
The taxation of gain on installment 
obligations is ordinarily deferred until 


the collection or other disposition of the 


399 


obligations. However, under present law 
the installment obligations in certain 
transferred without 


cases tax 


consequences to the transferor, as for 


may be 


example in the case of a distribution 
in liquidation of the transferor in the 
manner provided in section 453(d)(4), 
or they may be transferred to a con- 
trolled subsidiary company in exchange 
the 
provided in section 351(a). A 


for stock or securities in manner 
similar 
problem may be presented in the case 
of a contribution to capital. Ordinarily 
in these cases the transferee reports the 
remaining income, but where the trans- 
feree is a life-insurance company the 
profit element on the installment obli- 
gations is free of tax since it would con- 
stitute a type of gain which is not tax- 
able to life insurance companies. 

It is suggested that transfers of in- 
stallment obligations 19 controlled life 
insurance companies made after the 
date of this report be denied status as 
tax-free transfers. 


7 

Use of intercorporate dividends—re- 

ceived credit in connection with pur- 

chases and sales of stock around 
dividend dates 


At the present time corporations some- 
times buy stock just before a dividend 
is payable with a view to receiving 
dividend income. Then immediately af- 
ter the date on which the dividend be- 
comes payable the stock is sold. The sell- 
ing price usually will be less than the 
purchase price by approximately the 
amount of the dividend, so that there 
will be a deductible loss equal to the 
dividend income. In this case the cor- 
poration can obtain a tax saving be- 
cause 15 per cent of the dividend is 
taxed to the corporation, reducing the 
52 per cent rate to 7.8 per cent, while 
at the same time the corresponding loss 
is deductible against income taxable at 
52 per cent in the case of corporate 
security dealers, or deductible against 
income taxable at 25 per cent in the 
case of non-dealers. 

A similar problem exists where stock 
is sold short and at about the same time 
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identical stock is purchased. In such 
cases the dividends received are eligible 
for the 85 per cent corporate dividends 
deduction. The payment to cover the 
dividends on the short position repre- 


sents investment 


deductible 
against income taxable at regular cor- 


expense 
porate rates. 

It is suggested that these problems 
can be dealt with by appropriate ad- 
the 


justments to amount of 


the divi- 
dends subject to the 85 per cent cor- 
the 


the stock sold in such a trans- 


porate dividend deduction or in 
basis ol 
action. The rule could be applied to 
stock held for a period of not more than 
includes the dividend 


10 days which 


date. In the case of dividends paid on 
preferred stock this holding period could 
be extended to not more than 90 days 
for more 


if the dividends have accrued 


than 1 year. These changes could be 
made effective with respect to purchases 
of stock made after the date of this re- 


port 


Transactions in regulated investment 
company shares around time of dis- 


tributing capital gain dividends 


Under present law a regulated invest- 
ment company is not taxed on any net 
long-term capital gain which it dis- 
tributes. Instead, the dividend is treated 
as a long-term capital gain by the stock- 
holder. Dealers inf securities have pur- 
chased the stock of regulated investment 
companies for inventory just before one 


of these dividends 


capital gain was 
payable. Then immediately after re- 
ceipt of the dividend, the stock is 
sold. The selling price of the stock in 
this case will usually be less than the 


purchase price by approximately the 


amount of the dividend. A loss of this 


type, in the case of a dealer in securi- 
ties will be an ordinary loss deductible 
against ordinary income even though 
the income distribution is a capital gain 
dividend taxable in effect at a maximum 
rate of 25 per cent. Somewhat similar 
situations exist where purchases and sales 
of regulated investment company stock 
around capital gain dividend dates are 
made by taxpayers other than dealers 


(or by dealers with respect to invest- 
ment accounts). The income received-is 
a long-term capital gain, the loss on the 
sale of the stock is a short-term capital 
loss which can be offset against any 
short-term capital gains the taxpayer 
may otherwise would be 


have, which 


taxed as ordinary income. 


It is suggested in the case of pur- 
chases and sales of regulated investment 
company stock around capital gain divi- 
dend dates that long-term capital loss 
treatment be required with respect to 
losses on the the stock. This 
change could be made effective with 
respect to all acquisitions of regulated 


sale of 


investment company stock after the date 
of this report. 


Use of short sales to postpone recogni- 

tion of capital gain 

Under present law it is possible for 
a taxpayer by the use of short sales to 
terminate his risk in the stock market, 
withdraw a substantial portion of his 
funds, and yet postpone for an extended 
period of time any realization of capital 
gain. A taxpayer who has held for more 
than 6 months a number of shares of 
stock which has appreciated in value 
may sell short the number of 
shares of this stock. By depositing with 
his broker the stock he already holds, 


the taxpayer can obtain from the broker 


same 


a substantial portion of the proceeds 
the The 


this case is almost as well off as if he 


from short sale. taxpayer in 
had sold his stock outright since he has 
terminated any further risk in the mar- 
ket. until he orders the de- 
livery of his stock to cover the short 


However, 


sale, no capital gain is realized for tax 
purposes. 
the sub- 


the 


suggests that 


The Treasury sugg 


committee consider denying un- 


reasonable postponement of capital 
gains tax where a taxpayer sells stock 
short when he already holds shares of 
the (ny taken 


might be made effective with respect to 


same security. action 
short sales occurring. after the date of 
this report. 


Improvements on property subject to 
renewable leases 
Generally, taxpayers are required to 
spread the recovery of the cost of a 
However, 


property over its useful life. 


taxpayers constructing buildings or other 


improvements on leased property amor- 
tize the cost of the improvements over 
the life of the lease where this is shorter 
than the life of the improvements. This 
the 
renewable at the option of the lessee and 
the 


generally is true even if lease is 


cost of the improvements would 
otherwise be recovered by the lessee over 
the life of the improvements. A similar 
shortening of the recovery period exists 
where the lessee and the lessor are re- 
lated or subject to common control 
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whether or not there is an option to 
renew the lease and whether or not the 
lease is in fact renewed. 

It is suggested that the amortization 
period for the improvements made by a 
lessee should include any period over 
which the lessee has the right to renew 
the lease (but not longer than the life 
of the improvement). Where the lease 
unrecovered 
would then be deductible in the same 


is not renewed any cost 
manner as an abandonment loss. 

In the case of improvements made by 
lessees who are related to the lessors, or 
subject to common control, the cost of 
the improvements could be spread over 
the life of the improvements. In this 
situation where a lease is not renewed, 
any unrecovered cost might be available 
for the owner 


recovery by property 


through depreciation. It is suggested 
that related taxpayers for this purpose 
include ancestors, spouse, and lineal de- 
scendants, controlled corporations and 
partnerships, and related estates and 
trusts. Contro] might be defined to mean 
ownership of 80 per cent or more. These 
changes could be made effective with 
respect to deductions taken in taxable 
years beginning after December 31, 1956. 


Prepaid interest and charitable con- 
tributions 


cash-basis tax- 
full 
prepaid interest at the time of the pre- 


Under present law a 


payer may deduct the amount of 
payment. A double deduction may occur 
where interest on a loan secured by a 
property is prepaid and then the proper- 
ty is donated to charity. In such cases 
the taxpayer may take both a deduc- 
tion for the prepayment of interest and 
a charitable-contribution deduction for 
the property given to charity. The char- 
itable-contribution deduction reflects not 
only the value of the property less the 
indebtedness, but also the prepayment 
of the interest, or the amount for which 
an interest deduction already has been 
taken. 

It is suggested that where a taxpayer 
has deducted prepaid interest and sub- 
sequently makes a gift to charity of 
property securing the loan for which the 
interest deduction was taken, the tax- 
payer be required in the year of the 
gift to make an adjustment in his in- 
come (or possibly in the charitable-con- 
tribution deduction) for any interest 
attributable to a period after the gift 
to charity. This change could be effective 
with respect to gifts made after that 


date of this report. 
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Deduction of interest payments while 

receiving charitable deductions for re- 

lated interest income 

Under present law it is possible for 
a taxpayer to borrow money to purchase 
a bond (or other form of indebtedness) 
the (or other 
indebtedness) to charity just prior to 


and then donate bond 
any date on which an interest payment 
could be received, and in this manner 
the both 


interest deduction and a charitable de- 


may obtain benefit of an 
duction with respect to what in effect 
An interest de- 


duction is available for the interest paid 


is the same amount. 


on the loan. The interest income on the 
bond, which corresponds to thé interest 
payment on the loan, is, however, not 
payable prior to the donation of the 
property to the charity and thus is not 
included in the income of the taxpayer. 
Moreover, the charitable contribution 
deduction in this case, which is the fair 
market value of the property donated 
(less any indebtedness), reflects the re- 
turn which will shortly be paid on the 
bond (or other form of indebtedness). 
It is suggested that where funds are 
borrowed to purchase a bond or other 
form of turn is 


donated to charity, any interest deduc- 


indebtedness which in 


tion with respect to the loan should be 
allowed only to the extent it exceeds 
any interest income attributable to the 
same period which is received by the 
charity from the donation. This change 
could be made effective with respect to 
donations to charity after the date of 
this report. 


Deductions rather than exclusions for 
income earned abroad 


Present law provides an exclusion 
from United States tax for income 
earned abroad in the case of United 


States citizens who are bona fide resi- 
and an ex- 
$20,000 a 
United States citizens who 
for 17 out of 18 


“exclusion,” as 


dents of a foreign country 


clusion of up to year for 
are abroad 
months. Because an 


distinct from a “de- 
duction,” is provided for the above types 
of income, it not only is free of tax but 
also need not be reported for tax pur- 
poses even though a citizen is other- 
wise required to file a return. However, 
some citizens mistakenly assume the ex- 
clusion applies no matter how short 
a time they are abroad. In addition 
other forms of income of United States 
citizens who are abroad are subject to 
United States 


tax (although with a 


December 1956 


credit for foreign taxes in the case of 
income derived abroad). This includes 
investment income, income from a tax- 
payer’s business to the extent it is at- 
tributable to capital and not personal 
efforts, income from personal services 
rendered in United States, and income 
from personal services rendered in a 
foreign country to the extent it is in 
excess of $20,000 in the case of a citizen 
abroad for 17 out of 18 months but not 
a bona fide foreign resident. In all of 
tax 
evasion, there is confusion among tax- 
payers as to whether the exclusion is 
applicable. Moreover, where taxpayers 


these cases, in addition to some 


believe the exclusion to be applicable, 


they report no information relative to 
the 
ternal 


income, which means that the In- 
Revenue Service does not have 
an adequate basis of information to 
determine whether the exclusion is 
properly applied. 

The Treasury suggests that the sub- 
committee consider converting the pres- 
for income earned 


ent “exclusions” 


’ 


abroad into “deductions” in computing 
adjusted gross income. This could re- 
quire reporting in the case of all United 
States 


come, 


citizens abroad whose gross in- 
including all income, 
amounts to $600 or more. This change, 
not deprive United 
States citizens of the tax-exempt bene- 
fits 


earned 
if made, would 


under 
present law. The change from an “ex- 


received from “exclusions” 


clusion” to a “deduction” might be 
made with respect to taxable years be- 
ginning after December 31, 1956. 


Depreciation on heavily mortgaged 

property 

Under present law the basis of prop- 
erty for purposes of depreciation, as 
well as gain or loss upon sale, takes into 
account any mortgage on the property 
at the time of acquisition. In the usual 
case the value of the property at the 
time of its purchase is accurately re- 
this takes into 
account not only the purchase price 


flected by rule which 
but also the obligation which the buyer 
incurs. However, cases have arisen where 
mortgages were placed on property and 
then subsequently the value of the prop- 
erty has fallen below the amount of the 
mortgage (as, for example, in areas 
where a basic industry has moved or 
gone into a decline). In such cases 
persons have purchased the property 
subject to these very large mortgages 
without assuming personal liability for 
such mortgages. The depreciation 


allowed in these cases is based not only 
on the cash paid for the properties but 
also on the much larger amounts of 
the mortgages, even though the tax- 
payers may have no intention of making 
any payments on the mortgage. 

It is suggested that where at the 
time of the purchase of a property its 
fair market value is appreciably less than 
the amount of a mortgage on the prop- 
erty, and no personal liability is assumed 
for the mortgage by the taxpayer, the 
depreciation allowable on the property 
should be limited to the amount actually 
similar rule could 
plied where a corporation is created 


invested. A be ap- 
merely to take title to the property and 
it assumes personal liability. This change 
could be made effective with respect 
to depreciation allowances for taxable 


years beginning after December 31, 1956. 


Compensation paid largely in annuity 
contracts by certain tax-exempt or- 
ganizations 
Present law provides that an annuity 

purchased by an employer under a plan 
which qualifies as nondiscriminatory 
under standards set up in the tax laws 
and also any annuity purchased by an 
exempt educational, charitable, or re- 
ligious organization for its employees 
is to be taxable to the employee when 
he receives annuity payments after re- 
tirement, and not when the employer 
pays for the annuity. In some instances 
educational organizations have been 
known to pay selected employees all, or 
almost all, of their compensation in the 
form of an annuity. Usually these are 
part-time employees of the educational 
organization who derive their principal 
income from other employment, and 
want the annuity, rather than money, 
as a means of deferring tax on funds 
they intend to save in any case. 

It is suggested that the blanket tax 
deferment for annuities given to em- 
ployees by educational, charitable, and 
religious organizations be available only 
in the case of those organizations which 
pay no more than 10 per cent of the 
compensation of any employee in the 
form of an annuity contract. A special 
rule could be provided for contributions 
for past service of employees which 
permit contributions of an 
amount up to 10 per cent of amounts 
paid for past service (or 10 per cent of 
the present wage rate times the period 
of past employment). As under present 
law annuities paid by tax-exempt edu- 
cational, charitable, and religious or- 
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ganizations could still qualify where an- 
nuities in excess of 10 percent of total 
compensation were paid if the pension 
plan of the organization met the regu- 
lar nondiscrimination requirements of 
existing law. The changes suggested here 
might be made effective with respect to 
premiums paid on annuity contracts in 
taxable years beginning after December 
$1, 1956. 


Original issue preferred stock with a 

high redemption price 

Original issue redeemable preferred 
stock (with a high redemption price) is 
issued at a price less than the redemp- 
tion price. In some cases such stock may 
be sold, subject to capital gain rates, 
to a third party immediately prior to 
redemption. In addition, some redemp- 
tions of this preferred stock may qualify 
for capital gains treatment. 

The 


sale or redemption of preferred stock, 


lreasury suggests that gain on 


where there is a large disparity between 
issue and redemption price, be treated 
as ordinary income. This change might 
be made applicable with respect to sales 
or redemptions of such original issue 
preferred stock after the date of this 
report. 


Sale of life interests 

Under present law where by gift, be- 
life interest in 
property is given to one person and the 
remainder interest to another, the basis 


quest, or inheritance a 


for the property is shared by the life 


tenant and remainderman. In the case 
of a gift the combined basis of the life 
tenant and remainderman is the basis 
of the donor; in the case of a bequest 
or inheritance their combined basis is 
the fair market value of the property at 
the date of the decedent’s death (or the 
optional valuation date). In both cases 
the life 


in the ratio of the value of his interest 


tenant’s share of this basis is 
to the total value of the property. Since 
a life the value of 
property is determined by his life ex- 


tenant’s share in 


pectancy, his share of the basis of the 
property keeps decreasing and _ finally 
expires upon his death. Conversely, the 
basis of the remainderman for his in- 
terest keeps increasing until he has the 
full depreciation 
taken) at the time of the life tenant’s 


death. 


basis (minus any 


Present law provides that the life 
tenant may not amortize his basis over 
the period he is expected to have the 
use of the property (although in the 





case of depreciable. property he may 
take depreciation during this period). 
However, the life tenant, can achieve 
much the same result by selling his life 
interest. In this case his basis at the time 
of the sale is taken into account in de- 
termining capital gain. 
Moreover, where the life tenant sells his 
interest to the remainderman, 
mainderman amortize cost 
against the income from the property 
and still have 


any taxable 
the re- 
can his 
full basis for the prop- 
erty (less any depreciation taken) upon 
the death of the life tenant. 


Multiple trusts 

With certain limited exceptions under 
present law trust income which is ac- 
to the and 
not the ultimate beneficiaries. The trusts 


cumulated is taxable trust 
in these cases are subject to the regular 
individual income tax rates and for the 
most part are treated the same for tax 
purposes as individuals, although their 
“personal exemption” is limited to $100. 
Cases have arisen where an individual 
in order to avoid the effect of higher 
individual income-tax brackets has set 
up several, instead of one, accumulation 
trusts for gifts in trust to the same in- 
dividual. 

It is suggested that solutions to this 
the 
committee in connection with the study, 


problem be examined by sub- 
now in progress, of the tax treatment 
of estates and trusts. The staffs suggest 
that the subcommittee open the hear- 
ings, however, to those desiring to testify 
on this subject. 


Foreign investment companies 

Some foreign countries have provided 
especially low tax rates for investment 
nonresident stock- 
attract 
countries. 


companies having 


holders in order to investment 


funds to their Canada, for 
example, provides that investment com- 
panies, incorporated in Canada, at least 
95 per cent of the value of the stock 
of which is held by nonresidents and 
which meet certain other requirements 
are to be subject to a maximum tax of 
15 per cent as contrasted to the general 
corporate rate in Canada of 45 per cent. 
with United 
States stockholders have organized in 


Investment c ompanies 


foreign countries under laws of this 
type, have registered with the Securi- 
ties and Exchange Commission in order 
to sell securities in this country, and 
follow the announced policy of paying 
little or no dividends and plowing back 


the dividend and other income they re- 
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ceive into additional investments. In 
these cases the only taxes applicable are 
the capital-gains tax paid to the United 
States upon the sale of the investment 
company stock by the United States 
stockholders, and the nominal corporate 
tax paid to the foreign government. If 
such companies were incorporated under 
United States would be 
treated in one of two ways. Either they 
would be required to distribute most 
of their earnings currently as regulated 


laws, they 


investment companies, in which case the 
ordinary individual income tax would 
be applicable, or the regular corporate 
income tax would be applicable with 
the additional risk that the accumulated 
earning tax might be applied. 


1954 Code items 
Several of the Treasury’s loopholes 


and_ benefits the 1954 Code. 
The following items, says the Treasury, ° 


arose in 
require further study. 


Detached coupon bonds 


Where a bond is sold with a number 
of interest coupons detached a discount 
This decreases as 
the due dates for these interest pay- 


is created. discount 
ments pass, with resultant increases in 
the value of the bond. Prior to the en- 
actment of the 1954 Code it was con- 
tended that when the bond was sold or 
the the 
interest should be 


redeemed gain, although in 


nature of income, 

treated as a capital gain. 
The 1954 Code stopped this possible 

conversion of into 


capital-gain income except where the 


ordinary income 
detached coupons were due within 12 
months of the bond purchase date. This 
was accomplished by treating as ordin- 
ary income, on sale or redemption of 
the the extent it 
represented income attributable to the 


bond, any gain to 
fact that coupons were detached at the 
time the bond was purchased. 

It is suggested that this ordinary in- 


come treatment be extended to all bonds 


from which coupons have been de- 
tached even though the coupons are 


due within less than 12 months. This 
applicable to 
all acquisitions after the date of the re- 
lease of this report. 


change might be made 


Amortization of premiums on bonds 
with call dates 


Prior to the 1954 Code premiums on 
bonds generally were amortized over 
the period from date of acquisition to 
maturity or an earlier call date. This 
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permitted taxpayers to write the pre- 
mium off against ordinary income, then 
in the event the bonds were not called 
the bonds could be sold at a premium 
subject to capital-gains tax only. This 
process might, for example, be repeated 
indefinitely as long as the premium 
existed, by groups buying and selling 
the same bonds to each other. 

The 1954 
writeoff for 


fast 
call 
date more than 3 years from the date 


the 
bonds with a 


Code disallowed 


certain 
of issue of the bonds. However, tax- 
payers can accomplish the same result 
the 1954 


using bonds with call dates 


as before enactment of the 
Code by 
slightly more than 3 years from date of 
issue, and by using these bonds in this 
manner after they are 3 years old. 

It is suggested that taxpayers be re- 
quired in all cases to amortize premiums 
over the period to maturity. The un- 
recovered premium should then be de- 
ductible as an ordinary loss where bonds 
are called prior to maturity (or where 
a bond is sold after a call has been 
definitely announced). 

The 1954 Code provision was effective 
with respect to bonds issued after Jan- 


uary 22 


22, 1951. The Treasury Department 
suggests that the subcommittee consider 
making the new provision effective with 
respect to future purchases of callable 


bonds regardless of when issued. 


Discount bonds 


1939 Code it 


tended that any gain on a discount bond 


Under the was con- 
realized upon the maturity of the bond 
as a result of the excess of the amount 
received upon retirement over the issue 
price was treated as a capital gain. The 
1954 Code made it clear that original 
issue discount is to be spread over the 
entire period to the maturity of the 
bond and treated as ordinary income. 
However, if the bonds are sold or retired 
prior to maturity any original discount, 
previously not reported as ordinary in- 
come, might be a capital gain. A prac- 
tice appears to have developed of issu- 
ing bonds with an artificially large dis- 
count and calling these original issue 
discount bonds at par before their ma- 
turity date. As a the difference 
between the issue price and the call 


result, 


price is claimed as a deduction against 
ordinary the 
the 


income by corporation 


while bondholder claims capital- 
gains treatment on the unamortized dis- 
count. 

It is suggested that where bonds (or 


other indebtedness) with original issue 


December 1956 


discount are redeemed before maturity, 
or sold prior to maturity, that any 
original issue discount not’ previously 
reported as income, be treated as ordin- 
ary income in the year of the sale or re- 
demption. This change might be made 
effective with respect to sales or redemp- 
tions occurring after the date of this 
report. 


Interest deductions for loans on an- 
nuities and life insurance policies 
Under present law interest expense 

incurred or con- 

(directly or indirectly) to pur- 

chase a single premium life insurance, 


on an _ indebtedness 


tinued 


endowment or annuity contract is not 
deductible. Moreover, a life insurance, 
endowment, or annuity contract is con- 
sidered a single-premium contract if sub- 
stantially all of the premiums are paid 
wihin 4 years from the date the con- 
tract was purchased, or if an amount is 
deposited with the insurer for the pay- 
ment of a substantial number of future 
premiums on the contract. However, 
other plans have been developed where- 
by the endowment 


the 


feature, as distinct 
from term insurance feature, of a 
life-insurance policy has in effect been 
borrowed back. This is accomplished by 
borrowing the increment in the cash 
surrender value of the policy each year 
in order to pay premiums then due. 
Additional funds usually must also be 
borrowed either from the insurer or a 
bank. In such cases taxpayers are ob- 
taining the benefit of the interest deduc- 
tion with respect to the funds borrowed 
and also the benefit of the accumulation 
in the insurance company reserves of 
tax-free interest income. 

Che Treasury suggests that the sub- 
committee consider means of eliminat- 
ing this special advantage. One approach 
would be to disallow as a deduction any 
amount paid or accrued on indebtedness 
incurred or continued to purchase or 
carry a life-insurance, endowment, or 
annuity policy, if the policy was pur- 
chased in pursuance of a plan of pre- 
mium payments or premium settlements 
which contemplated that a substantial 
number of premiums would be paid 
by means of such indebtedness. Under 
this approach, the new treatment might 
be made applicable with respect to 
interest loans incurred 


deductions on 


after the date of this report. 

Variable price restricted stock options 
Under certain conditions present law 

provides “restricted stock option” treat- 


‘ 


ment for “variable price” options, i.e., 
under certain conditions gain resulting 
from the exercise of these options need 
not be reported until the sale of the 
stock obtained under the option and 
“Variable 
price” options qualify only if (in addi- 


is treated as capital gain. 


tion to other requirements) the only 
variable in the purchase price under 
these options is the value of the stock 
within a 6-month period which includes 
the date the option is exercised and if 
the option price would have been at 
least 85 per cent of the value of the 
stock at the time the option is granted 
that 
provision 


if exercised at time. However, 


under this variable _ price 
options have been granted where a 
“lookback” is used whereby the price 
of the option is determined by applying 
a percentage to a stock price during a 
past period which is still within the 6- 
month period. Where the price of the 
stock has fallen by any considerable 
amount this makes it possible to grant 
an option at a much lower percentage 
of the price at the time of the option 
than intended, and such an _ option 
could hardly be considered an incentive 
option. For example, if stock has fallen 
from $150 to $100 per share in a 2- 
month period, an option then granted 
at 56.7 per cent of the price with a 2- 
“lookback” the 85 


per cent test at the time of the granting 


month would meet 


of the option (since 56.7 per cent of 
$150, the price 2 months earlier, would 
be about $85, or 85 per cent of the $100 
stock value at the time of the granting 
of the option). However, if the price of 
the stock remains at $100 for the next 2 
months and the option is then exercised, 
the price is only $56.70 (since 56.7 per 
cent of the price 2 months earlier was 
$56.70). 

It is suggested that no. “lookback” to 
a period prior to the date the option 
is granted be permitted, in determining 
the stock price for variable price options, 
except the average price of stock in the 
30 days preceding the granting of the 
option. This change could be made effec- 
tive with respect to options granted after 
the date of this report. 


Subsistence allowances received by 
police 
Present law provides an_ exclusion 

from gross income, not to exceed $5 a 

day, for subsistence allowances for police 

officials of State and local governments. 

This was originally designed to provide 


for the special expenses incurred by 
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police because of the travel required as 
a part of their work. However, since the 
adoption of this provision, amounts, 
which in fact constitute ordinary salary, 
have been designated as subsistence al- 
lowances in order to obtain the benefits 
of this exclusion. 

it i that the 
amended to provide that, for taxable 


years beginning after December 31, 1956, 


suggested law be 


the exclusion is to be available only in 
the case of amounts designated as police 


subsistence allowances on = or 


before 
August 16, 


1954 Code. 


1954, the effective date of the 


Deductions rather than exclusions for 
scholarship and fellowship grants 
The 


fellowship grants under present law are 


exclusions for scholarship and 


available only in the case of scholarship 
grants of regularly established schools or 
colleges or fellowship grants. In the case 


{ 
OL ¢ 


indidates for degrees exclusions are 


not available with respect to amounts 


received for part-time teaching, research, 
or similar employment. In the case of 
those who are not candidates for degrees 
the grantor of the scholarship or fellow- 
ship must be a tax-exempt educational, 
charitable, or religious organization or 


a governmental unit and the excluded 
amount may not exceed $300 a month 
for more than 36 months. It is believed 
that individuals, many because they do 
not know the rules described above, are 


failing to report scholarship or fellow- 


ship income not properly excluded from 


income. The Internal Revenue Service, 
because excluded income does not have 
to be reported, has no adequate basis 
to determine whether the statutory limi- 


tations and conditions have been met in 


these cases. 


It is suggested that the present ex- 


clusion for fellowship and_ scholarship 
income be converted into a deduction 
in arriving at adjusted gross income. 
Chis will still permit taxpayers having 


qualifying scholarship or fellowship in- 


come to deduct these amounts and also 
use the 10 per cent standard deduction 
with respect to other income. This 
change could be made effective with 


respect to taxable years beginning after 

December 31, 1956. 

Aggregation of oil and property interests 
Section 614 of the 1954 Code permits 

a taxpayer owning interests in natural 

resources to aggregate his interests into 

one property where they form part of 


an opening unit. Thus, the combined 


properties are considered as one proper- 
ty for purposes of computing depletion, 
gain or loss on sale, etc. The applica- 
tion of these aggregation rules to oil and 
gas interests has created both hardships 
and benefits which were not contem- 
plated at the time of their enactment. 
At the time of their enactment in the 
1954 Code they were intended generally 
to cover problems peculiar to the mining 
industry. The that 


compelled to make elections under these 


fact taxpayers are 


provisions prior to production has 
created difficulties in the oil and gas 
industry. On the other hand, unde 


aggregation rules, taxpayers are appar- 
ently able to combine oil and gas wells 
having low operating costs with those 
having high operating costs and thus 
obtain a greater percentage depletion 
deduction than is possible under the 
1939 Code. 


the fact that the income and expenses 


This results by reason of 


from all the oil wells on the aggregated 
property are combined in applying the 
50 per cent taxable income limitation 
on the percentage depletion deduction. 

It is suggested that the subcommittee 
consider amending the aggregation of 
property rules so that they apply in a 
more limited manner in the case of oil 
and gas interests. 


Short-term charitable trusts 


Under present law taxpayers may use 
short-term (as short as 2 years) charitable 
trusts, for the benefit of hospitals, 
schools, and churches, to make contribu 
tions to these organizations. Where such 
trusts are used the 30 per cent limitation 
on the charitable deduction is inap- 
plicable. 

The Treasury suggests the elimination 
of the present special 2-year rule for 
Thus, 


the general 10-year rule would apply to 


such short-term charitable trusts. 
all charitable trusts, requiring a grantor 


to divert his income to charity for a 
period of at least 10 years in order to 


obtain an income. 


exclusion for this 
This change might be made applicable 
with respect to trusts created after the 


date of this report. 


Premium payments test on life-insurance 
policies 
Before the 1954 
Code life-insurance proceeds were in- 


the enactment of 


cluded in decedents’ estates to the ex- 
tent they had paid the premiums, even 
though they had given away all the in- 
cidents of ownership in the policies be- 


fore death. This premium-payment test 
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was removed in 1954. 

The Treasury suggests the inclusion 
in a decedent’s estate of the difference 
between the proceeds received upon 
death and the reserve at the time of 
the cash-surrender 
value at the time of death. This might 


death or possibly 


be made applicable with respect to 
estates of decedents dying after the date 
of enactment of the bill in which this 
provision is incorporated. 


“Prohibited transactions” of exempt 
organizations 

Present law enumerates “prohibited 
transactions” which certain tax-exempt 
organizations, including employees’ pen- 
sion trusts, may not engage in with- 
out loss of exemption. Among these is 
the provision that a tax-exempt trust 
may not loan any part of its income 
or corpus to its grantor without the re- 
ceipt of adequate security and a reason- 
able rate of interest. In many instancés 
this has resulted in hardships to pension 
trusts by preventing purchases of a 
heretofore traditional type of investment 
such as unsecured debentures of an em- 
ployer corporation which many do not 
regard as a loan. 

The staff of the Joint Committee sug- 
gests that the subcommittee may want 
to consider the permissible types of in- 
vestments that qualified pension and 


profit-sharing trusts can make. 


Public comment invited 


When Mills 


list, he stressed that the suggested solu- 


Chairman released this 
tions are designed to elicit public com- 
ment, that they do not necessarily repre- 
sent the subcommittee’s view, and that 
the list is not exhaustive. He also invited 
the public to utilize the hearings be- 
ginning November 19 to present other 


hardships and loopholes. 
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Controlling income at the year end to 


minimize taxes — suggestions for planning 


. wo AWFUL SENSE of that 
settles over the completed taxing 


period when the final decisions have 


finality 


been made very often prompts the tax 
man to give the whole picture one last 
final look. After all the planning that 
has been done, are 


any tax-saving pos- 


sibilities still unexploited? Two areas 
particularly are both fertile and worri- 


some: timing and management of capital 


v. ordinary, short v. long-term gain and 
loss. 
We thought it might be useful to 


gather together a few paragraphs touch- 


ing on the items that are most often 
considered in this kind of year-end 
planning. Not that these aren’t pretty 


well known to most tax men. But as a 


reminder and easy check of the technical 


details, we offer the following brief 
notes. 

It doesn’t do any harm to restate at 
the outset the basic proposition: You 


can to some extent control the amount 
of net taxable the current 
taxable year by deferring the receipt of 
the 
, or by accelerat- 


income in 


cash or its equivalent until after 
end of the taxable year 
ing collections in cash or its equivalent 
if you wish to accomplish an opposite 
result. The same is true with respect to 
control over deductions—pay all you owe 
to get more deductions and even go 
ahead with planned work making pay- 
ments in this taxable year rather than 
in the next; if the opposite result is de- 
sired hold up all cash payments until 
the next taxable year. 

The 
tions of the 


shifting of income and deduc- 
accrual 
is accomplished by 


shipping 


method taxpayer 
acceleration of 
and billing to increase income 
for the taxable year, or by delaying ship- 
ments and billing to decrease income for 
a taxable year. The same is true with 
respect to the incurring of deductible 
expenses. The work can be completed 


and billed in the taxable year or it can 
be deferred until the succeeding taxable 
year. 

taxable income 
both the cash 
and the accrual basis taxpayer relate to 
sale of property the use of the 
deferred payment method and the in- 
stallment method. 


Methods of deferring 


which are available to 


and 


Under the deferred- 
payment method the reporting of the 
profit on a sale is deferred until after 
the full cost or and 
under the installment method the profit 
is reported in each year, 
are made, 


basis is recovered, 


as collections 
using the ratio of such collec- 
tions to the total sales price. 


Installments & deferred payments 

But beware. Under the deferred pay- 
ment method, the seller of the property 
must receive 


not notes which 


are ne- 
gotiable in the ordinary course of com- 
merce, nor mortgages. In other words 
the seller receives 
is nothing more than the word of the 
purchaser to pay the obligation, or in 


some 


the promise which 


The de- 
the 
basis is recovered is 


a contract of sale. 
of the 


time when cost or 


cases 


ferment taxable income to 
based on the theory that the promise 
to pay has no marketable value. This is 
sometimes applied to junior mortgages 
of doubtful value. 

Under the installment method, the de- 
ferment of the profit is in the ratio of 
the uncollected balance of the notes or 
mortgages which do have a value; how- 
ever, this installment method is avail- 
able only if the seller has received 30% 
or less from the purchaser in the taxable 
year of the sale, even though the entire 
balance of 70% is paid in the succeed- 
ing year. 


Deferred profits to offset losses 


Deferred or installment-method profits 
can be used this year to offset losses. 


Assume that the taxpayer has incurred 
a substantial loss, either as an ordinary 
operating loss or as a capital loss in the 
taxable year. This loss can be offset by 
the gain from the deferred profit, by 
accepting evidences of debt, which have 
value, in exchange for the promise to 
pay which had no value, and in this way 
reporting the entire profit in the taxable 
year to offset the losses. 

With respect to the unpaid balance 
on the if the entire 
balance is collected in the taxable year, 


installment sale, 


of course the entire amount of the de- 
ferred profit must be reported in the 
But this 
can be controlled by a partial collection 


year the balance is collected. 
or an exchange of evidences of debt or 
securities. 


Capital gains and losses—individuals 
One always considers selling property 
with an appreciated value to produce 
gains and selling property with a de- 
creased value to produce losses. If you 
have accumulated capital losses, and 
the carryover time is running out, you 
might sell property at a gain to offset 
such losses, repurchasing the identical 
property immediately at the appreciated 
value, The 
does not apply to the re- 


with a stepped up _ basis. 
“wash rule” 
purchase of property which was sold at 
a gain. If you have substantial gains on 
sale of property, consider selling other 


property in which there is a loss to 
gains and eliminate the tax. 
However, you could not take the loss if 
repurchased 


within 


offset the 


you the same property 


30 days of its sale. 


Short vs. long-term gains and losses 

If there is a net short-term capital 
gain (holding 
months) such gain is taxed at ordinary 
rates; if there is a net short-term capital 
loss it is deductible in full. If there is a 
net 


period less than six 


long-term capital gain (over six 
months) it is divided by two for comput- 
ing the income of an 
individual, and if a net long-term capital 
loss it is deductible from ordinary gross 
income to the extent of taxable income 
before exemptions, or $1,000, whichever 
is smaller. In event the deduc- 
tion of net long-term capital loss from 
ordinary gross income in any one tax- 
able year is limited to $1,000. If there 
is an unused net long-term capital loss in 
taxable 


ordinary gross 


any 
/ 


any year, such loss may be 
carried forward for a period of five 
years, using part or the entire 


amount in of the five successive 


any 
any 
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years as an offset to capital gains in such 
taxable years. Or if there is no capital 
gains against which the loss may be off- 
set, then $1,000 each year may be used 
as a deduction from ordinary income, 


until any amount not in 


excess of 
$5,000 is used up in that manner. If 
there are short-term and_ long-term 
transactions in the same taxable year 
100% 


of value of gains or losses. For example: 


they are taken into account at 
axpayer has a long-term gain of $10,- 
000 and a long-term loss of $5,000. This 
is a net long-term gain of $5,000. And 
a short-term loss of $6,000 and a short- 
term gain of $3,000, result in a net short- 
term loss of $3,000. The net short-term 


loss is deducted from the net long- 
term gain leaving a net capital gain of 
$2,000. The amount to include in the 


gross income of the taxpayer is $1,000 
of the net long-term capital 


Charitable contributions 


You might review your contributions 
again, after estimating accurately your 
income for the taxable year. Check on 
the amount you are allowed to deduct 
for charitable contributions under your 
final income figure, keeping in mind 
that there is a difference in the per- 
centage of allowance, with respect to 


churches, educational institutions and 
hospitals (30%) and all others (20%). 

It may be that you would like to make 
a contribution in property, which has 
greatly appreciated in value. You can 
deduct on your income tax return the 
fair market value as of the date of the 
gift, regardless of the basis or cost to 
you. There is no taxable gain to you on 
the transfer of the property to the 
donee 


make 


appreciated in value, never when it has 


Che only time it is profitable to 


. gift in property is when it has 
de pre ( iated. 


Cor porations—capital gains, losses 


If corporation has a net short-term 


capital gain in its taxable year the 
gain is taxed at regular corporate rates, 
80 to 52° 


& 
If the corporation has a net long- 
term capital gain the amount of the 
gain is taxed at a flat 25%, regardless 
of the corporate net taxable income. 

[f a corporation has both a short-term 
and a net long-term capital gain each 
is treated separately (as described above) 
on the tax return. 

If a corporation suffers a loss on the 


sale of capital assets, in the taxable 











year, such loss is not deductible from 
ordinary income. But the loss may be 
carried forward for 5-years to be offset 
against any Capital gains realized during 
the 5-year period. 


Corporations—dividend payment 


The closely held or family controlled 
corporation can decide when its share- 
holders must include dividends in their 
personal income tax returns, by declar- 
ing the dividend payable either in one 
year or the other. Careful considera- 
tion should be given to the now less 
severe penalty tax imposed for imprope1 
accumulation of earnings and profits. 

You might have a corporation which 
can pay dividends in property rather 
than cash. This may be done by declar- 
ing the dividend in property, not meas- 
ured by dollars, thus avoiding a corpo- 
rate tax on the appreciated value of 
property. The shareholders receiving the 
property would report a dividend at the 
fair market value of such property, at 
the dividend distribution date. 


Property as dividend 


Of course, the corporation could dis 
tribute the property as a dividend to 
several persons, each having an _ un- 
divided interest in the property in the 
ratio of their shareholdings. 

Dividend distribution in property is 
only profitable when there is a current 
fair market value in excess of basis. If 
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the property is worth less than basis, 
then sell it, realizing a loss, and dis- 
tribute cash dividends. 


Save estate taxes; 
pay with U. S. bonds 


‘THE WISE PLANNER would do well to 
take a good look at today’s bond market 
which offers an unusually good oppor- 
tunity to save money on future estate 
taxes. According to the Treasury, there 
are many issues of U. S. bonds which 
can be turned in at par to pay estate 
taxes. Whether the bonds were bought 
below par is immaterial. They still pay 
the estate tax at their face value. 

Many Government bonds are selling 
today. If the estate 
planner buys enough of them now so 


far below par 


that their face value will equal the 
estate liability, he in effect cuts down 
that liability. If the taxable estate is 
around $50,000, the saving will be about 
$500. If the estate is somewhere near 
one million dollars, the saving can be 
almost $20,000. 

Of course, this type of advantage has 
to be weighed carefully against other 


investment opportunities. But 


while 
considering all the factors, it would be 
wise not to forget that when the bonds 
are redeemed at maturity, the gain the 
taxpayer receives is a capital gain. The 
bonds might therefore be a good invest- 
ment both in terms of estate taxes and 
in lifetime planning. Ww 


Borrowing from your employee-benefit trust; 


how to use your stock, maintain exemption 


_ EMPLOYERS Can set up a trust for 
pension, profit sharing, or bonus 
plans without thinking long and serious- 
ly about the uses to which the accumu- 
lated money in the trust can be put. 
Here is good, liquid, cash, waiting to be 
put to use. If the employer needs work- 
ing capital, or expansion money, it’s dif- 
ficult not to think in terms of taking 
advantage of your close family feeling 
to this money. 

You can use this money, but you have 
to be very careful about how you do it, 
or you will lose your tax exemption. 
Note, first, these basic facts which show 
why the question is a complicated one. 


Information returns are required 

After the employer has established 
and qualified the trust there are certain 
rules that must be followed, during the 


life of the trust, to maintain its exempt 
status. IRC Section 6033 requires every 
trust, qualified under Section 401(a) to 
maintain adequate accounting records 
and file an annual information return. 
The records and the return will disclose 
gross income, expenses, receipts and dis- 
bursements. The Commissioner may re- 
quire other information. The purpose 
of such records and returns is to enable 
the IRS examiners to determine wheth- 
er or not the trust is operated in accord- 
ance with the Code and Regulations, 
with respect to taxable income under 
Section 502 and prohibited transactions 
under Section 503. 

Under Section 502 an organization 
operated by the trust as a trade or busi- 
ness for profit is not an exempt organi- 
zation. Under this rule such income or 


profit derived from such operation is 
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DEFINITION OF PROHIBITED 
TRANSACTIONS 

Section 503(c) PRovipEs; “For pur- 

poses of this section, the term ‘pro- 

hibited transaction’ means any trans- 

action in which an organization sub- 

ject to the provisions of this section— 

1. lends any part of its income or 
corpus, without the receipt of ade- 
quate security and a reasonable rate 
of interest, to; 

2. pays any compensation, in ex- 
cess of a reasonable allowance for 
salaries or other compensation for 
personal services actually rendered, 
to; 

3. makes 


available on a preferential basis to; 


any part of its services 

4. makes any substantial purchase 
of securities or any other property, 
for more than an adequate considera- 
tion in money Oo! money’s worth, 
from; 

5. sells any substantial part of its 
securities or other property, for less 
than an adequate consideration in 
money or money’s worth, to; or 

6. engages in any other transaction 
which results in a substantial diver- 
sion of its income or corpus to; 

the creator of such organization 
(if a trust); a person who has made 
a substantial contribution to such or- 
ganization; a member of the family 
(as defined in Section 267(c)(4) of an 
individual who is the creator of such 
trust or who has made a substan- 
tial contribution to such organiza- 
tions; or a corporation controlled by 
such creator or person through the 
ownership, directly or indirectly, of 
50 percent or more of the total com- 
bined voting power of all classes of 
stock entitled to vote or 50 percent or 
more of the total value of shares of 
all classes of stock of the corpora- 


tion.” 











taxable, but it does not deprive the 
trust of its tax exempt status with re- 
spect to other income. Income from rent- 
al of real property or personal property 
if leased along with the real property 
is not considered as income or profit 
from a trade or business. 


Prohibited transactions 


Under Section 503(a) the exemption 


from income taxation may be denied to 
a trust, qualified under Section 401(a), 
if it has engaged in a prohibited trans- 
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action after March 1, 1954. However, if 
the trust did not enter into the prohib- 
ited transaction with the express pur- 
pose of diverting corpus or income from 
its exempt purpose or did not involve 
a substantial part of such corpus or in- 
come, the exemption will be denied 
only for the. taxable years after or fol- 
lowing the year in which the Commis- 
sioner has notified the trustee of the vio- 
lation of the rules relating to engaging 
in a prohibited transaction. The notice, 
in my opinion, must specify the viola- 
the 
which the Commissioner has based the 


tion and give particulars upon 
denial for exemption. 

Reference is made to the “Definitions 
of Prohibited Transactions” under Sec- 
tion 503(c); the accompanying box shows 
six specifically transactions 
which are prohibited. However in this 


defined 


discussion only loans to the creator of 
the trust will be considered. 


Loans to employer who created trust 


When a loan is made, by the trust, to 
the employer who created the trust it is 
required that such loan be adequately 
secured and that the obligation carry a 
reasonable interest rate. The question 
arises as to what is adequate security, 
and what is a reasonable interest rate. 

In my opinion, the requirements un- 
der Section 503(c)(1), for all purposes, 
are reasonable and sound. The employ- 
er who has initiated the plan and estab- 
lished the profit-sharing or 
stock bonus trust for the exclusive bene- 
fit of employees and their beneficiaries, 
has under the qualifying rules effective- 


pension, 


ly been divested of all incidents of own- 
ership, rights and enjoyment of the 
funds contributed to the trust. There- 
fore, if there is a transaction between 
the trust and the creator of the trust it 
should be on a business basis and com- 
pleted at arm’s-length. The loan should 
be adequately secured in the same man- 
ner and under the same conditions as a 
similar loan secured if ob- 
tained from a stranger or from a bank- 
ing institution. The interest charged 
should be the prevailing rate, in the 
area, which might be charged by a bank- 
ing institution on the same class and 
type of loan. 


would be 


Proposed regulations: adequate security 
The proposed regulations as _pub- 
lished in the Federal Register January 
21, 1956 (volume 21 #14 (1.503(c)-1(b) 
on page 468) provide as follows: 
“The term ‘adequate security’ means 





something in addition to and support- 


ing a promise to pay, which is so pledged 
to the organization that it may be sold, 
foreclosed upon, or otherwise disposed 
of in default of repayment of the loan, 
the value and liquidity of which security 
is such that it may reasonably be antici- 
pated that loss of principle or interest 
will not result from the loan. Mortgages 
or liens on property, accommodation en- 
dorsements of those financially capable 
of meeting the indebtedness, and stock 
or securities issued by corporations other 
than the borrower may constitute secur- 
ity for a loan to persons or organizations 
described in Section 503(c). Stock of a 
borrowing corporation and unsecured 
debentures of a borrower do not consti- 
tuce adequate security.” 


Senate Finance Committee report 


The Senate Finance Committee in its 
detailed discussions of the provisions of 
Section 503(c) had very little to say, and 
specifically said only: 

“For example, if the trust loaned any 
part of its income or corpus to the em- 
ployer-creator of the trust without the 
receipt of adequate security and a rea- 
sonable rate of interest, it would lose 
its exempt status. 

“This section is substantially similar 
to Section 503 of the House Bill except 
for the application of this rule to stock 
bonus, profit-sharing and pension trusts 
that on March 1, 1954, held 
other evidences of indebtedness repre- 


notes or 


senting loans made without adequate 
security or without a reasonable rate of 
interest.” 

In the discussion of the legislation no 
mention was made of the prohibition on 
stockholders of a corporation borrowing 
from a Section 401(a) trust. In my opin- 
ion, they were more concerned with the 
value of the security used as collateral 
to a trust fund loan. 


Investments by trustees 


The proposed regulations as published 
September 1, 1955, page 6457, as 1.401-1 
(5)(i) states as follows: “No specific lim- 
itations are provided in Section 401(a) 
with respect to investments which may 
be made by the trustees of a trust quali- 
fying under Section 401(a). Generally 
the contributions may be used by the 
trustees to purchase any investments per- 
mitted by the trust agreement to the 
extent allowed by local law.” And, in 
part (ii) the regulations further pro- 
vide: “Where the trust funds are invest- 
ed in stock or securities of, or loaned 














to, t 
scrib 
must 
arral 
der ° 
orde 
whet 
othe 
for | 


Inve 

+ 
tion 
the 
or Ss 
trus 
this 
ploy 
witl 
inv 
oth 
to | 
the 
as | 
ade 
ma 
por 


Fon 
] 


of 
in 
19: 


ad 





EE —_—_— 


_— 








to, the employer or other persons de- 
scribed in Section 503(c), full disclosure 
must be made of the reasons for such 
arrangement and of the conditions un- 
der which such investments are made in 
order that a determination may be made 
whether the trust serves any purpose 
other than constituting part of a plan 


for the exclusive benefit of employees.” 


Investment in stock permitted 


The stock of the employer corpora- 
tion is acceptable as an investment of 
the employees’ pension, profit-sharing 
or stock bonus trusts, in which case the 
trustee must pay out money. In making 
this investment, in the stock of the em- 
ployer corporation, the trustee is charged 
with the same responsibility as if the 
investment was made in stock of some 
other corporation. It does not appear 
to be reasonable to say that the stock of 
the employer corporation is adequate 
of the 
adequate as collateral security for a loan 


as an investment trust but not 
made by the trust to the employer cor- 


poration. 


Forfeiture of exempt status 

Reference is made to the last sentence 
of the proposed regulations (published 
in the Federal Register of September 1, 
1955 at page 6457, as Section 1.401-1(5) 
(i)), which reads as follows: 

“Furthermore, the tax-exempt status 
of the trust will be forfeited if the in- 
vestments made by the trustees consti- 
tute ‘prohibited transactions’ within the 
meaning of Section 503.” 

There is no prohibition in Section 
503 with respect to investments in the 
stock of an employer corporation, unless 
as provided in subparagraphs (5) the 
trustee purchases securities or stock of 
a substantial amount for more than an 


adequate consideration in money or 
money’s worth. 
Under these circumstances if the em- 


ployer corporation sells its stock to the 
trust it must be at a reasonable price 
closely approximating its fair market 
value. In this case the value would be 
established, and under the same circum- 
stances it seems that such value would 


be reasonable for loan purposes. 


Stock of borrowing corporation 


There are two common situations 
where stock of an employer corporation 
might be available as collateral security 
for a loan: (1) treasury stock acquired 
by the corporation and held as such, and 


(2) stock of its shareholders who may be 


willing to loan their shares to the cor- 
poration for the purpose of securing a 
loan to the corporation. With respect 
to treasury stock it may have been ac- 
quired in a transaction in connection 
with payment of estate taxes, in which 
case a definite value would have been 
established. 


Prohibition on using stock 


It seems illogical and unreasonable 
that the Regulations would prohibit the 
use of the borrowing corporation’s stock 
as adequate security for a loan from a 
Section 401(a) trust if such stock had 
ample value to secure the loan. 

Here is a situation in which it might 
be found reasonable to recognize the 
borrowing corporation’s stock as ade- 
quate security for a loan from the trust. 

The employer corporation has estab- 
lished the employees’ trust and has each 
year made its regular contributions 
thereto. It has its funds invested in re- 
ceivables, inventories, plant and in 
treasury stock. It has an excellent credit 
rating and produces each year a sub- 
stantial profit on its operations. The 
value of the employer-corporation’s 
stock is unquestionably far in excess of 
the loan for which the stock is offered 
as security. The corporation finds that 
it needs $100,000 in cash for the pur- 
pose of redeeming capital stock with 
which to pay estate taxes on the estate 
of one of its deceased shareholders. Due 
to pressing cash needs in current opera- 
tions it must borrow the $100,000; the 
trust has the funds available for invest- 
ment and is willing to loan the money 
to the corporation at the local prevail- 
ing rate of interest. Here is a trans- 
action which, in my opinion, would jus- 
tify the loan with the stock as collateral 
for such loan, and would meet the tests 
with respect to a full disclosure of the 
reasons for the arrangement and the 
conditions under which the loan was 
made. * 


Fast depreciation boosts 
machine installment sales 


SOME OF THE BENEFITS that fast depre- 
ciation provides are demonstrated in 
the growth of a new installment sales 
market in the machine and tool in- 
dustry. This development, of compara- 
tively recent origin, is fast displacing 
the long-term leasing of machine and 
tool equipment or the large one-layout 


expenditure for their purchase. 


Tax planning and business management »* 





331 





NEW TAX LAWS 


AN EXCELLENT short summary of all 
the new tax laws passed at the last 
session of Congress appears in Jn- 
ternal Revenue Bulletin 1956-41, 
October 8, page 87. It is recom- 
mended reading for those desiring a 
quick, authoritative picture of the 
many small 
1954 Code, new laws 
affecting taxation which have re- 
cently been passed. 


amendments to the 


and other 











This market is developing because 
the new installment plan is the hand 
which fits into the fast-depreciation 
glove. Payments are largest in the first 
years, smaller in the later years. On 
a ten-year plan, half is paid for after 
three years and three-quarters after five 
years. Each year, the purchaser pays 
approximately the same amount that 
he is deducting for depreciation. As a 
result, his deductions are greatest dur- 
ing the years of highest efficiency and 
least repairs, lowest in the years of 
lower efficiency and more repairs. That 
way the purchaser spreads out his de- 
ductions in a much more favorable way. 

This new plan, which contrasts with 
the older five-year, five equal installment 
plans that were previously widely used, 
has proved to be of great use to industry. 
Purchasers, more willing to buy under 
these terms, can keep their equipment 
have in- 
their sales, and the lending 


up to date. Manufacturers 
creased 
organizations have found a new source 
of business. 

For these reasons, your clients or your 
company may find it highly worthwhile 
to sell their products and buy their 
method. At the 


least, it certainly bears looking into. ¥ 


equipment by this 

















tax problems? 


For the quick answer to all 
Federal tax questions, keep 
Alexander's Federal Tax 
Handbook, 1957 Edition, on 
your desk at all times. See 
back cover for order blank. 
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Why a cor poration’s separate tax department 


is most efficient in controlling tax costs 


by ALAN L. GORNICK 


Management is becoming increasingly aware that planning and cost control are as 


necessary in the field of taxes as in purchasing, distribution and labor relations. To 


that end, many companies are revising their administrative organizations to include 


separate tax departments with top-level representation that has full knowledge 


of the company’s operations. 


These departments efficiently control tax costs, give 


more knowledgeable advice on prospective action, and are prepared for all possible 


tax controversies which might possibly arise. 


paper written by Mr. Gornick for the 


Fifth Annual 


This article is adapted from a 


Tulane Tax Institute. He 


originally included a description of the operation of the Ford Motor Company’s 


Office of Tax 


interests of brevity. 


The complete pape 


Affairs (of which he is director), 


is included, however, 


but we have eliminated it in the 


in the proceedings 


of that meeting published by Bobbs-Mervill. 


_ PROBLEM OF controlling tax costs 
is fundamentally the same as in- 
stituting controls 


planning and over 


any of the other major items of the cost 


of doing business. To control the cost 


of purchasing materials and supplies, 


corporate purchasing activities have 


generally been centralized in a separate 


department. Similarly, to control the 


costs of labor, industrial relations or 


labor departments have been established 
in many in re- 


corporations. Similarly, 


cent years, we have been witnessing a 


spreading movement in corporate man- 
agement for centralized and integrated 
control of a corporation’s tax liabilities. 
‘The movement to which I refer is that 
which places in a single group, inde- 


pendent of other staff groups whose 
existence is more traditionally accepted, 
the responsibility for performing those 
services which relate to a corporation’s 
taxes. The group is generally composed 
and 


is directed by a person on the higher 


of both attorneys and accountants, 


echelon of the management group who 
reports directly to top officials—typically, 
to the president or executive vice-presi- 


dent and, in the case of at least one 


company, to the board of directors. 


Advantages of a separate department 


It is possible, of course, to have a 
consolidated tax group which is a sub- 
ordinate part of another unit, but 
that a wholly 


separate roof is desirable for maximum 


several reasons indicate 
effectiveness. First, the very complexity 
of tax laws renders it undesirable that 
management advice from 
As the 
advice is passed on through channels, 


receive its 
sources several times removed. 
and shorter summaries are prepared 
the risk of dis- 
persons who are 


from longer summaries, 
tortion is heightened; 
generally conversant with taxation but 
are burdened with other responsibilities 
fail to realize or to stress all the 
A second reason 
is that the 
head of the group, by virtue of being 


may 
relevant considerations. 
which favors separateness 
present at top-level policy and planning 


conferences, is able to render advice 


before projects have started to crystal- 
lize. While the decision making is still 
process, he can determine when the 


matters under consideration should be 
referred for a more detailed examina- 
tion. To rely on a person whose famili- 
arity with tax matters is derived primar- 
ily from an occasional hasty reading of 
the black-letter headlines, such 
mercial services can provide, to detect 
the existence of a lurking tax problem 
is hardly the most satisfactory way of 
affairs. 
have been 


as com- 


conducting complex business 
will not 


covered or even perceived; in 


Some questions 
other 
areas illusions of tax certainty will have 
been created where none in fact exists. 
In tax law, as elsewhere, a little learn- 
ing can be a dangerous thing. 

This second reason also indicates one 
of the advantages which a corporation 
having a specialized tax group enjoys 
over the one whose organizational set- 
up may place principal or sole reliance 
The latter may 
be called in at a time when the bargain 
has been struck and it may be difficult, 
even if possible, to retrace the company’s 


upon outside advisors. 


steps and start anew on a second ap- 
proach. As a result, 
burdened 


the corporation is 


often with unnecessary tax 


costs. Moreover, management frequent- 
ly finds it easier to discuss its problems 
with one who is not regarded as an 
related is the fact 
that the tax group contains individuals 


who have an 


“outsider”; closely 
accumulating factual 
familiarity with the problems of the 
corporation and can utilize time-saving 
shortcuts, unavailable to outside persons, 
to obtain the information which they 
they can be confident 
that their conclusions represent a work- 


lack. As a result, 


able solution and are based upon the 
facts of the situation. 

Another reason is simply that a 
greater number of vital problems re- 
ceive appropriate attention. In a great 
number of instances, they.would not be 
referred to outside consultants for re- 
view either through blissful ignorance 
that a problem exists, or through inertia, 
desire to 


or through a “keep down 


costs.” 
Organizing the tax department 


Without discuss the 
question as to what types or 


attempting to 
sizes of 
corporations might safely do without a 
coordinated and centralized tax group, 
I would like to suggest that the type 
for which such a group is most necessary 
is that which has multistate 
and 


activities 
operates in well as 
however, the 
practical question as to how such a tax 


foreign as 


domestic areas. There is, 
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eroup may be instituted in the type of 
corporation just mentioned. If the com- 
pany does not already have an inde- 
pendent tax group, the tax responsibili- 
ties are probably allocated among several 
existing groups. Suggestions to form a 
new group may be viewed with suspicion 
and hostility which normal pride of 
jurisdiction can create. It may be easier 
to create a separate group where the 
change is incident to an internal re- 
organization resulting from the assump- 
tion of control by a completely new set 
of managers. Changes such as this are, 
rather unusual. In a 


however, great 


number of instances, the change, if it 


takes place, will be the result of a 
realistic evaluation as to the dangerous 
inadequacies of decentralized corporate 
tax procedures followed by the deci- 
sion, however painful, to rearrange 
personnel. The receipt of a completely 
tax deficiency of 


unanticipated un- 


accustomed size should be an unneces- 


sary catalyst, but in some cases this 
unhappy inducement has been the moti- 


vating force. 


Functions of tax department 

[he type of tax group which is the 
most effective in instituting tax planning 
and coordinating and controlling tax 
costs is, in brief, one which consists of 
attorneys, accountants, and on occasion 


under a command 


ngineers, single 
which reports directly to top manage- 
ment. Similar to the _ responsibility 
placed in the Purchasing Department or 
the Labor Department, the responsi- 
bility of managing and administering 
all the tax affairs of the company should 
be charged to such a group. 

should 


Its functions normally fall 


within the following four categories: 


(1) to advise all levels of management 
as to (a) the tax effects of prospective 
action, (b) possible tax economies which 
may be effected by changes in present 
setup or procedure, or otherwise, and 
c) the effect on the company of the 
constant changes in tax law resulting 
from new administrative rulings, court 
decisions, and legislation, including the 
effect of proposed legislation; (2) to 
prepare, or approve before filing, all 
returns and other forms of information 
submitted to any taxing authority, and 
approve all tax payments; (3) to handle 
or review for the company all audits of 
tax returns and participate in all con- 
troversies with the taxing authorities; 
1) to maintain complete and accurate 


records of all tax action by or affecting 


the company, including all adjustments 
between tax and book figures. 


Advising on tax effects of plans 

At every point of tangency between 
corporate activities and the tax laws, 
a few hours of prospective thinking can 
be more beneficial than any amount of 
refrospection. It would require little 
imagination to list virtually endless illus- 
trations of this fact; much more imagina- 
tion would be necessary to suggest any 
major corporate action where possible 
tax consequences could safely be ignored. 
The types of concrete problems and 
the nature of the necessary tax planning 
naturally vary according to the nature 
and size of the company. However, any 
launching of a new plant, any sale of 
real estate or equipment or other prop- 
erty, any exchange or merger or liqui- 
dation, any drafting of agreements with 
suppliers or distributors, any change in 
sales prices of the company’s products, 
any modification of pension or retire- 
ment plans—all can be adequately con- 
sidered only after an advance weighing 
of their Federal, and often local, tax 
implications. 

For this reason, the function of giving 
tax advice to management is probably 
the most valuable service which an 
integrated tax group can and should 
perform. The same business result may 
frequently be reached by _ several 
methods, but one method may incur the 
another the mini- 


maximum tax and 


mum or, on occasions, 


all. The 


methods may be sufficient to turn what 


some none at 


difference between the two 
appears to be a profitable transaction 
into an unprofitable one. Accordingly, 
the importance of determining the tax 
effect of proposed action before the 
action is taken is obvious. Tax planning 
is not, of course, an end in itself, and 
actions of the which 


many company 


are advisable from a_ business stand- 
point will be taken even though they 
have unfavorable tax consequences. 
However, any business which proceeds 
without knowing the tax effects of its 
action is playing blindman’s buff. 

this 


event may perhaps be typically 


Planning of nature before the 
illus- 
trated by the question which frequently 
arises as to the most advantageous tax 
situs (other factors being equal) for 
establishing a new plant. For example, 
the tax group may be advised that half 
a dozen alternative locations have been 
tentatively selected for the erection of 
a new manufacturing installation. In 
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such a situation, surveys should be con- 
ducted by the tax group to compare 
effective tax costs. Applicable franchise, 
income, sales, use, unemployment, and 
ad valorem taxes must be pieced to- 
gether into a composite comparison. 
Possible ad valorem taxes present a par- 
ticular sort of difficulty in making such 
estimates; as a result, such surveys must 
be conducted not only when such pos- 
sible sites are located in different juris- 
dictions, but also when various sub- 
divisions within one particular state are 


involved. 


Developing operating procedures 


A tax group does not, of course, act 
in isolation. It must work closely with 
the company departments involved in 
the various problems. Operating pro- 
cedures must, therefore, be developed 
to ensure that problems requiring tax 
analysis are submitted for timely re- 
view. At the same time, procedures are 
required so that instructions originat- 
ing within the tax group on its own 
initiative may be brought to the atten- 
tion of the appropriate departments. 

As mentioned earlier, one of the ad- 
vantages in having a tax group which 
reports to top management and whose 
echelon of the 


head is in the upper 


management group is that he is in- 


formed of major prospective actions. 
He can refer those questions which need 
serious review for detailed 


more con- 


sideration. Helpful general rules can 
also be formulated: for example, there 
may be a working rule that all trans- 
actions of a certain nature which come 
directors or an 


before the board of 


executive committee for consideration 


are to have concurrence or comments 
from the tax group. Obviously, however, 
such a rule would not cover the bulk of 
transactions and situations of which day- 
to-day operations are composed. Such 
routine, recurring problems lend them- 
selves more readily to coverage by in- 
structions prepared and sent directly by 
the tax group or published in various 
company manuals. 

An organization of any size will fre- 
quently find it advisable to publish a 
tax manual in order to acquaint other 
departments of areas in which potential 
tax problems exist. Such a manual 
might also contain specific instructions 
which would cover the handling of rou- 
Such 


necessarily take the form of a single, 


tine items. instructions need not 


separate publication, but relevant guides 
may conveniently be inserted in other 
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internal manuals which an organization 
may issue. One such manual in which a 
major part of the tax information would 
naturally be appropriate is the com- 
pany’s controller’s manual. In a number 
of areas—for example, the proper 
method for accounting for fixed assets, 
the expensing or capitalizing of repair 
and betterment expenditures, or the 
withholding of tax on various wage 
payments—comments by the tax group 
would be required prior to publication. 
would 


In other areas, the tax 


normally review each proposed instruc- 


group 


tion and submit its comments with a 


view toward facilitating audits and nar- 
divergencies which 


rowing the many 


unavoidably exist between ordinary 
book Other 


appropriate publications in which tax 


figures and tax figures. 
instructions might be included are pur- 
chase and sales manuals. For example, 
instructions concerning the handling of 
sales for export may be included in the 
company manual relating to sales pro- 
cedures. By spotting the instructions in 
such a manner, the likelihood that they 
will actually be applied in daily practice 
The 


constantly 


is increased. material must, of 


course, be reviewed and 


changed to accord with current develop- 
ments. 

A large organization may also wish 
to have a specifically-designated person 
or persons in the finance or accounting 


group serve as a liaison between the 


tax group and such department. Re- 


quests for clarification of existing in- 


structions, and instructions to cover 


novel factual situations, can then be 


channeled through such liaison to the 
appropriate accounting point. Converse- 
ly, inquiries by the tax group itself for 


necessary facts or figures from plant 


controllers or other accounting per- 


sonnel may be submitted through the 
same medium. Inevitably, requests for 
tax advice are, nevertheless, frequently 


received directly rather than through 


1It should be noted in this connection that taxes 
today are a matter of considerable profit conse- 
quence to a corporation. Taxes are generally 
levied upon a tax base voluntarily submitted by 
the company which can be adjusted by competent 
analysis, planning and the application of judg- 
ment to provide, within the law and regulations, 
the greatest possible savings to the company. 
The importance of Federal income tax savings 
to the company may be more clearly realized 
when it is considered that other types of savings 
generally increase the company’s income subject 
to taxation, while this is not true of Federal in- 
come tax savings. An income tax dollar saved is 
in the fullest sense a dollar earned. Assuming 
an effective 50% federal income tax rate plus a 
3% average effective rate for state income taxes, 
the saving of a dollar in federal income taxes is 
the equivalent of saving about $2.11 in other 
costs. To state this another way, under the as- 
sumed rates, it takes about $2.11 of profit before 
federal and state income taxes to earn one dollar 
after such taxes. 
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such channels. Where the inquiry is one 
of general application, the liaison group 
should advised of the 
answer in order that other locations and 
departments may act consistently. 

The referral of tax problems will in- 


nevertheless be 


crease as a result of the gradual and con- 
tinuing process of tax education which 
takes place throughout the company. 
As the existence of the tax group be- 
comes known through the services which 
it performs (private problems which do 
not relate to compensation received from 
the company are usually left to outside 
counsel), an increasing number of prob- 
lems are referred to it. To a consider- 
able extent, this tendency may be 
stimulated by the common management- 
training programs of many companies. 
In part, such a program is designed to 
acquaint the functions 
of the various company components; one 


trainees with 
of these, naturally, is the tax group. 
The extent to which the rank and file 
of personnel may, as a result, become 
tax alert is sometimes surprising. In 
numerous instances, proposals for ad- 
ministrative changes believed to involve 
possible tax benefits find their way into 
the “employee suggestion” box. Thus 
far, no tax panaceas have been forth- 
coming from this source, but perhaps 
the employees should have been award- 
ed something simply for trying. 


Searching for tax savings 


The tax group on its own initiative 
may seek ways and means of lessening 
the tax burden. With Federal, state, and 
sometimes local income taxes, franchise 
taxes, property taxes, gross receipts 
taxes, sales and use taxes, social security 
excise taxes and 
the numerous other taxes of today, the 


taxes, manufacturers’ 
opportunity for tax savings is very great 
indeed.1 

For example, a typical common plan- 
ning possibility exists in arranging pro- 
cedures for handling an organization’s 
sales. Situations may arise in which a 
company makes shipments to a particu- 
lar state in which it does not have a 
sales office. The tax group might wish to 
keep a sharp eye on the time and place 
at which title to the goods is deemed to 
pass. Title passage at the point of 
destination might lead to the conclusion 
that the company is doing business in 
that jurisdiction, with the result of addi- 
tional tax liabilities. A closely-related 
question concerns the location of a new 
plant or other installation. Would the 


construction of a warehouse in the state 


of destination cause otherwise-exempt 
sales to become subject to local taxation? 
Similarly, where sale or shipment is 
made in one state with destination in 
another, the may be 
taxed in both states. Timely planning 
and control may prevent such a need- 
less loss of income. 


same transaction 


The challenge to proper and appro- 
priate tax planning is not limited to 
the domestic scene. In fact, if the com- 
pany engages, or is preparing to engage, 
in foreign ventures, the pitfalls are in- 
creased, and at the same time the tax 
visibility is decreased, by the injection 
of the tax laws of one or more foreign 
countries. The company will have to 
consider whether it would fare better 
by conducting the operations through a 
branch, a domestic subsidiary, or a for- 
eign subsidiary located either in the 
country where the operations are to take 
place or possibly in another foreign 
country. The chameleon nature of some 
types of foreign corporations makes it 
necessary to review carefully exactly 
what type of legal entity is under con- 
sideration. A which 
eventually proves adverse may be very 
difficult to The will 
naturally be affected by the applicable 


choice of form 


undo. decision 


rates of foreign taxes and by their 
nature, with reference to availability for 
tax-credit purposes. 

An additional factor to be taken into 
account is the type of activities which 
the deci- 
sion might be different, for example, if 
the company is engaged in an extractive 
industry or 


would be conducted abroad; 


initial losses. 


Other familiar questions would include 


anticipates 


whether it would be preferable to re- 
ceive the foreign income in the form of 
dividends, royalties, or interest; and to 
the extent that 
whether the 


involved, 
take 
the form of a security or simply an ad- 


interest is 
indebtedness should 


vance on opening account. If a com- 
pany has been operating abroad and has 
acquired a structure of 
foreign subsidiaries and sub-subsidiaries, 
it may be possible and desirable, in 
connection with utilization of foreign 


complicated 


tax credits and other items, to collapse 
the pyramid and acquire direct owner- 
ship of the various foreign entities. 


Tax controls 

The benefits to be derived from re- 
sponsible tax planning and tax controls 
are not limited to the tax-testing of 
proposed or current corporate actions, 
although this obviously constitutes an 
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extremely important function. There are 
also (1) the handling of tax returns and 
payments, and (2) the review of the 
mass of changing current developments 
and the formulation of administrative 
procedures to apply them, correctly and 
with a minimum of cost, throughout the 


daily operations of the company. 


Supervision of tax returns and payments 


Che basic and routine work of a tax 
group is, of course, the preparation and 
audit of returns. There is no need to 
dwell upon this at great length. As to 
the preparation of the Federal income 
tax return, which is naturally one of 
the basic and most time-consuming tasks, 
standard procedures must be developed 
for collecting the necessary information 
from the various departments at speci- 
fied The 
expense, and other figures furnished by 
into 


time; in- 


dates. fixed asset, repair 
the controller's office must be fed 


the work sheets at a certain 
formation from subsidiaries and foreign 
locations must be assembled and placed 
on a uniform basis; and, more important 
than merely collecting figures, the most 
favorable sustainable position on_ pos- 
sibly debatable items has to be deter- 
mined and reduced to file memoranda. 

Especially if there are multistate 
operations, the payment of local taxes 
should be reviewed by the central office, 
even if initially handled by local per- 
sonnel. To the unpracticed eye, all local 
property assessments or other tax bills 
are surrounded with an aura of finality. 
If the company’s rights are to be fully 
that a 


group with specialized experience should 


protected, prudence requires 
pass upon them. Even the checking of 
record title and of mathematics requires 
some organization. Once a local prop- 
erty tax bill, for example, is received in 
the office, it is necessary routine to check 
the rates and assessment to ensure that 
the bill was properly computed. A re- 
lated point which might be mentioned 
is the desirable practice, where a com- 
pany has widely-scattered properties, of 
promptly notifying the taxing authori- 
ties of all purchases and sales of real 
property, to make certain that all bills 
are at least properly addressed. This 
minimizes the chance, by no means im- 
possible in a large organization, that 
taxes might continue to be paid auto- 
matically on property which the com- 
pany no longer owns; it also ensures 
the prompt receipt of bills on property 
which the company has purchased, in 
that unnecessary pay- 


order interest 


ments on delayed bills may be avoided. 
Such seemingly prosaic precautions can 
often yield liberal dividends. 

It is, of course, highly important that 
the tax group early develop standard 
and the 
ing the basic figures and information 


forms mechanics of gather- 
from the corporate books and records. 
These forms and procedures are particu- 
larly necessary if the information comes 
from a number of departments or loca- 
tions of one corporation or from the 
records of a number of corporate sub- 
sidiaries and affiliates where consolidated 
returns are used. These forms should 
be drawn to show in detail the conver- 
sion of book figures to tax figures. Such 
forms will vary to fit the particular type 
of business involved. However, they will 
assure uniform preparation and handl- 
ing for each of the many sources from 


which such information is gathered. 


Maintenance of records 


Another basic service which a _ tax 
group can perform is to supervise the 
collection and retention of factual 
records and legal memoranda which are 
relevant in supporting the positions the 
company has taken in preparing and 
filing its returns. It is difficult to over- 
stress the importance of this seemingly 
elementary point. During World War 
II, many of the older companies exper- 
difh- 


culty with the excess profits tax simply 


ienced considerable unnecessary 
because they lacked proper historical 
records. In a great number of instances, 
they no doubt paid far greater taxes 
than would have been required had 
adequate information been available. 
At audit time, possibly many years after 
the filing of the return, an inability to 


reconstruct a problem and produce sup- 


porting records will not only lead to the ’ 


increased likelihood that the particular 
item 
lenged; it can also serve to raise natural 


under examination will be chal- 
doubts in the auditing agent’s mind 
about the accuracy of numerous other 
items which would otherwise have passed 
unquestioned. 

Records also play an essential role in 
forward tax planning. It is one thing to 
proceed with a definite knowledge of 
facts. It is quite another to have no- 
thing more than the realization that “it 
may be this, and then again, on another 
assumption, it may be that.” It would, 
for example, be impossible to supervise 
an inventory-control program without 
periodic reports as to what property was 
situated where, and moving to which 
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location, and at what time. Complete 
current records are, of course, essential 
backgrounds in compiling periodic tax 
accruals and forward tax estimates in 
appraising the company’s financial posi- 


tion. 


Reviewing current developments 


It is unnecessary to belabor the ad- 
vantages of having a specialized group 
review, with the company’s particular 
problems in mind, the new develop- 
ments in court decisions, statutes, and 
rulings. It is often possible, when there 
is an alert tax group in an organization, 
that impending rulings which would 
change the interpretation of existing 
laws may be discussed with Government 
Know- 
ledge of such impending rulings can 


officials in advance of issuance. 


sometimes be obtained from the com- 
mercial services; perhaps more frequent- 
ly, knowledge is forthcoming through a 
related business organization. In a re- 
cent case, it was learned for example, 
that the Internal Revenue Service was 
preparing to issue a ruling which in 
substance would have denied an excise 
tax exemption on certain articles which 
many companies purchase for export. 
A committee was organized; several 
members studied the legal sufficiency of 
the proposed Service position; others 
gave consideration to the economic 
implications and the possible effect upon 
the export trade. After various confer- 
ences, Government personnel were per- 
suaded that the taxpayers’ position was 
sound, and the exemption was con- 
tinued. 

The existence of a tax group working 
in conjunction with other corporate de- 
partments often makes it possible in 
such situations to make the Treasury 
aware of debatable points and of prac- 


tical difficulties which may be inherent 


— 
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but which 


might otherwise be overlooked. Not too 


in proposed Regulations 
long ago, for example, proposed Regula- 
tions were published concerning income 
tax liability and withholding procedures 
with reference to sick pay. The possible 
effect upon a large company of such 
Regulations necessitated a review not 
only by tax personnel but also by var- 
ious affected 


company groups on the 


industrial relations, insurance, and ac- 


counting staffs. It was apparent from 
such a review by many large organiza- 
tions that compliance with certain re- 
quirements of the proposed Regulations 
might prove extremely burdensome and 
costly; in at least one respect, compliance 
would have been wholly impossible. 
Comments were filed with the Internal 
Revenue Service by business, ac- 


counting and law groups. The Regula- 


many 


tions which were issued in final form re- 
flect an awareness of the administrative 
practicalities and have eased considerably 
the burdens which had been imposed. 
This type of corporate department ac- 
tivity may be mentioned as one of the 
real but not too-apparent advantages 
which result from having a tax group 
which is in active contact with other 
tax organizations and at the same time 
can present the company’s particular 
problems under pending legislation or 
Regulations in an effective and appro- 
propriate way. 

The 


naturally compels frequent applications 


magnitude of corporate taxes 


for specific Treasury rulings. Such rul- 
ings are sought not only in areas where, 
despite extensive research, the applicable 
rules of law are unclear (and only too 
often the lack of clarity increases with 
also be de- 
little 
present doubt of the correct tax prin- 


added research); they may 


sirable where there is relatively 


ciple but where the tax costs, if the 
lead to the 
imposition of liability, would be cata- 


transaction did sometime 


strophic in amount. 


Conclusion 


that business 


reasons will sometimes exist for taking 


It should be obvious 
a path other than that of the least tax 
costs, but an organization which pro- 
ceeds without clear knowledge of its 
probable tax costs, and without an effort 
to control them efficiently, will find it- 
self seriously handicapped. The need 
for planning and cost control, long 


recognized as essential in other areas 
of a company’s operations, is becoming 


evident in the area of taxation. To an 
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increasing degree, modern management 
is becoming aware of the need for ad- 


ministrative reform in this field. This 


tendency should, I believe, be welcomed 
and appreciated by corporate taxpayers 
and taxing authorities alike. 


Tarleau urges no separate “tax profession”; 


basic law and accounting judgments needed 


AS rAX WORK assumes a Jarger share of 
the attention of lawyers and ac- 
countants, consideration is given with 
increasing frequency to the possibility 
that a separate profession of tax special- 
ists should be established. This proposal 
is sometimes made in connection with 
disputes between lawyers and account- 
ants over tax practice, and sometimes by 
those students of both professions who 
see the development of an identifiable 
separate profession as the logical evolu- 
tion of present forces. 

But much respectable opinion in the 
two professions look with some concern 
on this possibility. Thomas N. Tarleau, 
a partner in the New York law firm of 
Willkie, Owen, Farr, Gallagher and Wal- 
ton, and a former head of the Section of 
Taxation of the American Bar Associa- 
tion, cautions strongly against the evils 
of a third profession of “tax specialists”. 
He put his point well in remarks made 
at the recent annual meeting of the 
California Society of CPAs. Here is an 
excerpt containing the essence of his 
view: 

“I’ve written a paper on the question 
of the relationship of tax law, so-called 
tax law, to general law. The idea that 
there is such a thing as tax practice— 
separate and apart from law and ac- 
counting—has always bothered me a 
great deal. It has bothered other mem- 
bers of my profession a great deal as 
well. 

“I have discussed in this paper of 
mine, up until the last few pages, the 
question of the relationship of tax law 
to general law, and the necessity in do- 
ing legal work in the tax field to have a 
good lawyer, and the reasons why I be- 
lieve you need a good lawyer. And then 
I go on to say: 

“T have said nothing about what to 
many persons now appears to be the 
most urgent question in connection with 
the relationship of tax law to general 
law. That is, of course, the question of 
whether taxes should not be a third pro- 
fession, to the practice of which we 
should admit specialists at least from the 
two fields of law and accounting. The 


ever-growing complexities of this com- 
mercial age have created a close relation- 
ship between lawyers and accountants in 
all fields, but nowhere is it closer or 
more important than in the field of fed- 
eral taxes. Accounting questions im- 
pinge upon so many determinations re- 
quired in the computation of federal 
taxes that no brief statement of the 
questions which accountants are called 
upon to answer in the tax field could 
properly summarize their role. A few 
examples, however, will indicate some- 
thing of the difficulty and importance of 
the accountant’s job in tax matters. 

“Incidentally, I am writing this for 
lawyers to be published in a bar journal, 
and for that reason I am trying to tell 
you how we are trying to educate the 
lawyers about the role of accountants in 
tax practice. 

“The determination of the period in 
which income is realized or expenses in- 
curred is of course fundamental in the 
computation of income-tax liabilities. In 
making such determination, accountants 
are, among other things, charged with 
measuring what losses have occurred in 
particular periods from deterioration or 
obsolescence of inventories, determining 
how the exhaustion of productive facili- 
ties shall be allocated to particular pe- 
riods in relation to the physical life of 
such facilities, and their economic use- 
fulness for the production of goods, and 
the determination of when and how un- 
collected income shall be accrued, or the 
accrual of prepaid income deferred. 

“These, of course, are only three ex- 
amples from a particular area of the 
accountant’s responsibility. Answering 
these questions both for income tax pur- 
poses as well as general accounting pur- 
poses in a complex enterprise, calls for 
the most expert and sophisticated ac- 
counting judgments. No suggestion can 
be made that the questions presented to 
accountants in income tax matters are 
in any way less difficult than the law- 
yers’ problems. In answering them for 
tax purposes, the accountant’s role par- 
allels that of the lawyer in tax practice. 
He must call not only upon his special- 
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ized knowledge of tax accounting, but 
on his entire experience and knowledge 
aS an accountant. 

“Any controversy between lawyers and 
accountants as to who shall engage in 
the tax practice is a side issue. The real 
point is that the taxpayer with an ac- 
counting problem can only be served by 
a good accountant—one, if you will, with 
a competence in general accounting 
which matches the special expertness 
which he has in the field of tax account- 
I 


best be served by a tax specialist gravely 


ins 


» suggest that the taxpayer can 


undervalues the importance, the com- 
plexity, and, above all, the breadth of 
the accounting problems which arise in 


connection with federal taxes. To go 
further and suggest that such a specialist, 
be he originally disciplined either as a 
lawyer or an accountant, should bear the 
entire burden in tax matters is doubly 
dangerous in so far as the interests of 
the taxpayer are concerned. 

“There is no such thing as a separate 
practice of taxes. There is rather the 
practice of law and the practice of ac- 
counting with respect to tax problems. 
The problem is not the validation of a 
new specialty, but of bringing more good 
lawyers and more good accountants to 
work on tax problems for the benefit of 
both the taxpayer and the economy as a 
whole.” ‘ 


Accountant gives workpapers to client; 


IRS can’t subpoena them 


S PPOSE A TAXPAYER refuses to Co- 
\/ operate with the IRS in a tax in- 
vestigation, says nothing, and makes no 
records available. Can the IRS get his 
accountant’s workpapers? In a recent 
Matter of House, [5 JTAX 225], a 


California 


Case, 
district court refused to en- 
force an IRS subpoena to produce these 
The had far- 
sighted enough to have previously asked 


papers. taxpayer been 
the accountant for the workpapers. They 
thus became the taxpayer’s property, 
and were protected by his right to avoid 
self-incrimination. 

One comment by the judge is very 
noteworthy. He said that it was sur- 
prising that the taxpayer agreed with 
the Government’s contention that only 
the legal owner of the documents may 
invoke the self-incrimination privilege. 
Che implication may be that even if the 
still had the papers the 


client could prevent their use. 


accountant 


Here’s what District Judge Murphy 
had to Say: 

“This is a proceeding . to enforce 
a subpoena requiring the production of 
certain documents for examination by 
the Bureau of Internal Revenue... 
Levy, Harry C. Levy, 
Barney B. Levy, and Helen Levy are the 
taxpayers in question. Taxpayers are 


“Irving S. 


partners in a clothing business. In 1953, 
the government began in investigation 
to determine whether there was a basis 
for an indictment of taxpayers on the 
criminal charge to tax evasion. Having 
learned of the investigation, taxpayers 





retained counsel, including Winters. 
Taxpayers have since 1945 employed, 
and continue to employ, an accountant 
named Wood in a variety of accounting 
capacities relating to the business and 
personal accounts of the partnership 
and the partners. In the course of such 
employment, Wood had received from 
the taxpayers a large quantity of files, 
records and other documents, which he 
retained in his offices. In the course of 
such employment, Wood has also pre- 
pared a number of working papers, con- 
sisting of abstracts, analyses, and other 
extracts or compilations relating to the 
documents given him from time to 
time by the taxpayers. 

“Upon advice of counsel, taxpayers 
instructed Wood to turn over all docu- 
ments, specifically including his working 
papers, relating to taxpayers, to tax- 
payers and their counsel. Taxpayers in- 
structed their accountant to ftrn over 
certain files to themselves directly, and 
other files, including the working papers, 
to their counsel on their behalf. Wood 
did 


as he 


was instructed. He testified 
that he realized that he retained no 
further interest in the documents he 
turned over to taxpayers and their 


counsel, and that he could not get them 
back. From time to time after turning 
these documents over to taxpayers and 
their counsel in 1953, Wood was given 
access to them, in connection with work 
he was doing for taxpayers, but in each 
case, with the permission of counsel for 
taxpayers. 
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“The subpoena which is sought to be 
enforced in this preceeding was served 
on taxpayers’ counsel, Winters, Harless 
and Faulkner, on April 6, 1956. It di- 
rected them to produce: 
***All documents, records and files re- 
lating to the named taxpayers and their 
parents, Kenneth S. 
Wood, any agent or em- 
ployee 


received from 
cs, > vi Oe 
of Mr. Wood, and particularly 
the 31 files received from Kenneth S. 
Wood, C. P. A., San Jose, California, 
on or about September 3rd or 4th, 1953, 
consisting of the accountant’s work 
papers and other files relating to ac- 
counting work performed by Mr. Wood 
during the 


period for the named taxpayers and 


above named and _ prior 
their parents.’ 

“Winters and his associates appeared 
at the time and place named in the 
subpoena with all the papers in ques- 
turn 
three 


tion, but they declined to over 


any of the papers, on separate 
grounds: (1) That the statute of limita- 
tions on the collection of taxes with 
respect to the period to which some of 
these papers related had run, and that 
papers relating to such periods could 
therefore not be examined; (2) That the 
papers were entrusted to them within 


and 


they were therefore protected from dis- 


the attorney-client relationship, 
closure under the attorney-client privi- 
lege of the law of evidence; (3) That 
they were invoking, on behalf of their 
clients, the privilege against self-incrim- 
ination guaranteed by the Fifth Amend- 
ment to the Constitution of the United 
States. 

“This proceeding was thereupon in- 
stituted by the Government. At the 
hearing, the Government withdrew its 
request for all documents except the 
“working papers” of the accountant 
Wood. Those papers, therefore, are the 
only ones in question. 


Attorney-client privilege irrelevant 


Taxpayers’ contentions regarding 
the attorney-client privilege are so clear- 
ly unfounded that it is astonishing to 
find able counsel raising such argu- 
ments in their behalf. . . . It is entirely 
clear from the record that the attorneys 
now making this claim at all times knew 
that the documents at any time involved 
were either disclosed to the accountant 
Wood and his associates, or produced by 
Wood, prior to their delivery to counsel. 
Under such circumstances, it is obvious 


that no privileges can subsequently arise. 


Taxpayers’ contentions regarding the 
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statute of limitations apparently rest 
upon 26 USC 7605 (b), which bars “un- 
necessary examination and _ investiga- 
tions” in pursuance of the power granted 
to the government under 26 USC 7602. 
This limitation upon the Government’s 
investigatory power is one of great im- 
portance to the privacy of the papers of 
taxpayers and potential taxpayers, as 
well as any person who may have had 
financial dealings with them. The courts 
have not as yet had much opportunity 
to give specific meaning to the general 
language of 26 USC 7605 (b). The test 
of a complaint by the Government 
which would entitle it to examine docu- 
ments relating to periods earlier than 
those for which tax liability may be 
assessed at the time of examination 
would appear to be whether the com- 
plaint alleges with sufficient particularity 
the likelihood of fraud on the part of 
the under 


person investigation, so as 


to make inapplicable the statute of 


limitations. 
that 


It would appear 


where the Government seeks to 


examine documents relating to a period 


for which tax liability is ordinarily 


barred by the statute of limitations, the 


burden is on the Government to show 
why such examination is not unneces- 
sary rhe complaint alleges that 


the investigation of taxpayers’ possible 
the 
1950 to 1953, inclusive, was prompted 


evasion of income taxes for years 


by the discovery of a large sum of cash 
in a safe deposit box [in] 1951, and the 
deposits of cash totaling some $300,000 
the 1950, all 
‘reasonable’ explanation to representa- 
the 


during yeal without a 


tives of Internal Revenue Service. 
The complaint further states ‘that in 
order to determine whether or not tax- 
payers have attempted to defeat and 
1950 to 


and de- 


evade income taxes for 
1953, 


sirable 


years 
inclusive, it is necessary 
that an investigation be made 
into the original cost of assets held by 
taxpayers at the beginning of the year 
1950, and thereafter; the nature and 
kind of assets disposed of by taxpayers 
before 1950, which were, or which might 
have been, converted into assets which 
were held at the beginning of the year 
1950, or thereafter; the amounts of cash 
or other 


the 


assets received by taxpayers, 


amounts, of borrowings, gifts, be- 


quests, or other non-taxable receipts, 
and other matters relating to years be- 
1950, 


might tend, to bear upon the assets and 


fore and after which tend, or 


liabilities of taxpayers at the beginning 


of the year 1950, and thereafter, and 


December 1956 


the nature and amounts of taxpayers’ 
income and expense during the years 
1950 to 1953, inclusive.’ 

Fs The Government alleges an 
into attempts to ‘evade’ 
and ‘defeat’ taxes, which fairly connote 


investigation 


fraud. It supports those allegations with 
a recital of facts which make it reason- 
able to investigate the possibility of 
fraud. The 
civil actions is therefore no obstacle to 


statute of limitations for 


the investigation here sought. 


No illegal search 


“In addition to the grounds of refusal 


mentioned above, taxpayers through 
their counsel, refused to turn over the 
Internal Revenue 


Service on the grounds that the govern- 


documents to the 
ment, in obtaining these documents by 
conducting an 
illegal search and seizure, forbidden by 


subpoena, would be 
the Fourth Amendment to the Constitu- 
tion, and would be denying taxpayers 
the right to counsel. guaranteed them 
Sixth Amendment to the Con- 
The under the 
Fourth Amendment is, for the purposes 


by the 
stitution. contention 
of this case, subsumed under the right 
against self-incrimination. If it is not 
self-incriminatory to require taxpayers 
to turn over these documents, it is 
difficult to see why it is an unreasonable 
search and seizure, provided the statu- 
tory procedure is observed. Counsel do 
not contend otherwise, and apparently 
treat the objections under the Fifth 
and Fourth Amendments as one. 


“The contention under the Sixth 
Amendment seems to have been for 
good measure rather than for good 


reason. It was not seriously pressed at 
the hearing before the agent, it was not 
mentioned at the hearing in this court, 
and it is not supported by the briefs for 
taxpayers. Taxpayers have at all times 
The Sixth Amendment 
bears no relation whatsoever to this case. 


had counsel. 


Must client personally claim privilege? 


“The substantial question in this case 
is whether the Government is seeking an 
order for production of documents 
which would violate the taxpayers’ privi- 
lege against self-incrimination as guar- 
anteed by the Fifth Amendment to the 
Constitution. 

“The attacks, first, the 
standing of the attorneys to invoke the 


Government 


privilege on behalf of their clients 

The Government apparently seeks to 
establish a that unless the 
client himself participates in hearings 


novel rule 


such as the one held before the agent 
of the Internal Revenue Bureau, he 
waives his Constitutional rights. The 
Government could thus put any tax- 
payer to the choice of attending hear- 
ings or investigations, sometimes car- 
ried on over considerable periods of 
time, or waiving his privilege against 
Such a 
accomplish nothing except to impose a 


self-incrimination. rule would 
heavy penalty in terms of time and 
money on those taxpayers who chose to 
assert their right against self-incrimina- 
tion under the Constitution. The effec- 
tive Constitutional 
should not be abridged by any such 


exercise of rights 
technical and onerous requirements as 
that. 


Does taxpayer own working papers? 


“The next argument made by the 
Government relates to the fact that the 
working papers here involved were 
originally produced by the accountant. 
The Government claims that these work- 
ing papers are the property of the ac- 
countant, and that therefore taxpayers 
may not avail themselves of the privi- 
lege with respect to those papers. 

“This argument assumes that only the 
legal owner of documents may invoke 
the privilege against self-incrimination 
as a bar to requiring him to produce 
documents in his possession. Counsel 
for taxpayers, surprisingly, seem to have 
accepted this argument, and argue that 
the 


California statute, as applied to 


this case, makes taxpayers the legal 


owners of the documents. 
“There is no contention by the Gov- 


ernment that taxpayers or their attor- 


neys are not in rightful, indefinite 


possession of the documents. This court 
that the 
were holding the documents for the tax- 


has already found attorneys 
payers and that their possession of them 
is the possession of taxpayers, for ou 
purposes. The argument of the Govern- 
ment is therefore reduced to the propo- 
sition that the application of the privi- 
lege aganst self-incrimination turns on 
the 
definite 


difference between rightful in- 
title. 


Nothing in the cases substantiates this 


possession and legal 


notion that a narrow concept of prop- 


erty laws should determine the avail- 


ability of Constitutional guarantees 
against self-incrimination 

Even assuming that the Cali- 
fornia statute set out above would 
govern the point at issue, the property 
in these documents is clearly in the 


taxpayers. They directed Wood to turn 
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them over to themselves or their agents, 
and Wood did so, as he testified, with no 
intention of retention of any title, or 
belief that he could get them back. 
There is no dispute between accountant 
and client as to who owns the papers. 
The Government relies on the words 
“express agreement” in the statute, ap- 
parently reading it as “express contract” 
so as to require a contract satisfying 
the normal standards of an executory 
contract. There was an express direc- 
tion by the taxpayers to the accountant 
The ac- 
countant complied. Whether this was 


to turn over the documents. 


which 
the terms were expressly stated by the 


gift, a unilateral contract in 


taxpayers and performed by the ac- 


countant, or even an con- 


tract in which the taxpayers stated the 


executory 


express terms and offered as an implied 
consideration continued employment of 
the accountant, is a matter of academic 
dispute. It is clear enough that there 
was an express agreement between the 
that 
ownership in the papers should become 


accountant and the _ taxpayers 
vested in the taxpayers at the moment 


of transfer of the papers to the tax- 
payers’ agents. Thus, even under the 
statute, the 


California papers are the 


property of the taxpayers. 


Public records doctrine does not apply 


The case at bar does not fall within 


the scope of the so-called public 
records exception to the privilege 
against self-incrimination The 


papers involved in the case at bar are 
obviously not within the public records 
doctrine. They were not required to be 
kept by law, nor are they even regular 
business records of a business or or- 
ganization subject to the state’s power 
of inspection. They are no more than 


the private notes of an accountant, 
rightfully possessed and owned by the 
persons from whom the government 
now seeks to extract them, for use in a 
criminal proceeding against them. The 
Government has cited Shapiro v. United 
335 U.S. 1 (1948). That case con- 


cerned records required to be kept by 


Siates 


i. valid Government regulation. It has 
no bearing on this case. 
Che zealous prosecution of violations 


of the criminal laws is the business of 


the Government. But the zealous pro- 
tection of the liberties of the people 
should be equally the concern of the 
The field of 
represents probably the greatest single 


Government. taxation 


area of contact between individuals and 


the force of the state. A slight invasion 
of the right against self-incrimination 
in this field has as great and baleful 
consequences the relations be- 
tween the individual and the state as 


upon 


does an invasion of that right in the 
more dramatic areas of public life. 

The application of the Government 
is denied. ¥ 


D. C. tax institute 


November 28-30 

THE TAX INSTITUTE which has been held 
for some years at the American Uni- 
versity, Washington, D. C., has been 
reconstituted under the leadership of 
Hugh C. Bickford, Washington attorney. 
The Institute wili continue to be spon- 
sored, as in the past, by Virginia, D. C., 
and Maryland CPAs, and the D. C. bar 
association. This year’s meeting will be 
at the Shoreham Hotel, Washington, 
November 28, 29 and 30. A workshop 
technique will be used, based on results 
from several thousand questionnaires 
sent to practitioners in the area seeking 
advice on the questions of greatest in- 
terest to them. Eighteen speakers are 
scheduled. 


Rep. Mills to speak 
at Tax Forum dinner 


Wicsur Mitts, chairman of Subcom- 
mittee of the Ways & Means Committee 
on Internal Revenue Revision, will be 
the speaker at the annual dinner of the 
New York on 
December 6 at the Hotel Biltmore. The 


Federal Tax Forum of 
hearings conducted by Mr. Mills’ com- 
mittee on revision of our tax system to 
close loopholes in the present law should 
then be at their height, and many tax 
men expect Mr. Mills to make significant 


comments on his investigation. 


AMA releases monograph 
on management and taxes 


WE HAVE just received a copy of the 


American Management Association's 
Special Report No. 10, “Management 
and Taxes”, being the proceedings of 
their New York in April 


under the same title. The book contains 


meeting in 


papers by tax men from many of the 
country’s largest corporations. Excerpts 
from some of these papers have ap- 
peared in THE JOURNAL OF TAXATION in 
recent months. Copies may be obtained 
from AMA, 1515 Broadway, New York 


36. Price: $3.75 per copy. 
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Are You 


Professional tax practice * 


Neglecting Your 
Tax Reading? 


Small wonder, if you're trying to keep 
abreast of day-to-day developments by 
reading all of the material in detail. 
These days, it’s an almost impossible 
task. 


There’s an easier way to keep on top of 
Federal income, estate and gift taxes— 
through the newspaper of your pro- 
fession. THE TAX BAROMETER does 
an outstanding job of digesting, report- 
ing and commenting on every develop- 
ment. Best of all, you get it all in 
half an hour of easy reading each week 
—and usually far in advance of any 
other reporting service. 


That way, you are fully and promptly 
informed, and you can send your loose- 
leaf reference service sheets to file—you 
can use them for the purpose for which 
loose-leaf services are intended—RE- 
SEARCH, not reading. 


That’s why THE TAX BAROMETER, 
is relied upoa by almost every top-flight 
firm. It brings you—in compact, easy-to- 
read, digest form—-EVERY decision of 
the Tax Court, Circuit Courts, District 
Courts, Court of Claims and Supreme 
Court—EVERY Treasury Release, Rev- 
enue Ruling, I.T., T.D., G.C.M., Mimeo- 
graph, Regulation, Acquiescence, Appeal, 
Certiorari and Tax Treaty. You get the 
important news weeks sometimes 
months . . . ahead of other tax services. 
We UNCONDITIONALLY GUAR- 
ANTEE its value to you. Read it for 
three months. If, during that time, 
you're not satisfied FOR ANY REASON 
WHATSOEVER, just tell us, and we 
will refund at once every penny you 
paid us! 


Mail the GUARANTEED order form 
right now! 


Tasitel - Comeplaia Crvrrage 


THE 





ar Barometer 





! ' 
| THE NEWSPAPER OF THE TAX PROFESSION ... | 
| 444 Madison Avenue, New York 22, N. Y. | 
Mu 8-2170 
| Yes I accept your GUARANTEED OFFER. Send me THE | 
| TAX BAROMETER on a TRIAL BASIS for three months | 
at a cost of only $11.50. It is understood that if at any time 
| I am not satisfied FOR ANY REASON WHATSOEVER, | 
| you will refund che FULL AMOUNT paid, upon request | 
| [] My check is enclosed* [7] Bill me later | 
| C] Check here to receive free sample issue | 


Name 
F irm 


Address 


City Zone State 


*If you ENCLOSE your check for the annual sub- 
scription price of $42 with this order, thus saving 
us the expense of billing, we will send you a com 
plete file of all BACK ISSUES and INDICES of | 
Volume 13 of THE TAX BAROMETER (from Dec. 

1, 1955) ABSOLUTELY FREE, with our compli- | 
ments. Same money-back guarantee applies, of course. 

ITI16 | 
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Premiums for insured retirement plan 


are dividends; IRS picks a strong case 


— 98 PER CENT stockholders and 
the corporations they control don’t 
deal at arm’s-length is a fundamental 
tax fact. That sometimes 98 per cent 
stockholders are tempted to try to get a 
tax deduction through the corporation 
for a truly personal item is also common 
knowledge. Many times they take the 
step with a hope and a prayer, and when 
the IRS and the courts say no, the re- 
sulting case should not frighten closely- 
held corporations which do try to deal 
in a normal, businesslike way. It seems 
to us that the Casale case (noted on page 
$44) is a very strong case for the Com- 
missioner: the retirement plan covered 
only one employee, the business history 
of income and salary was short and high- 
ly fluctuating, and the annual premium 
exceeded 15% or 25% of compensation 
that could be put into a qualified pen- 
sion or profit-sharing plan. No dividends 
had ever been paid. The deferred pen- 
sion and the insurance which funded it 
were parts of the same package. Because 
the IRS did pick such a strong case to liti- 
gate this point, we would hesitate to con- 
clude that any insurance funding would 
meet the same fate. And because evalua- 
tion of the importance of this decision 
must rest on the facts here, we think 
study of the facts and opinion necessary. 

Following this article is extensive com- 
ment and analysis of the implications of 
this case by Robert J. Lawthers. 


The facts of the case 

Here are the highlights from the find- 
ing of fact in the case. 

This proceeding involves a deficiency 
in income taxes . . . for the year 1950 
determined . . . against Oreste Casale. 

During the taxable year, petitioner 
was the president and principal stock- 
holder of O. Casale, Inc., organized 
October 1, 1946, owning 98 of the 100 


The 
other shares were owned by his daughter 


shares of its outstanding stock. 
and by an employee. 

As president of the corporation, peti- 
tioner was authorized to receive an an- 
nual salary of $20,000. In the years 1947 
to 1950, he received as salary the follow- 
ing amounts: 


1947 $20,000.00 
1948 11,833.63 
1949 8,043.60 
1950 7,454.49 


During the taxable year, the corpora- 
tion was engaged in the manufacture 
of topcoats, overcoats, and raincoats for 
various retail organizations. These or- 
ganizations purchased their own ma- 
terial, had it cut, then the corporation 
made it into the finished product. 

The corporation's fiscal year ended 
September 30. Its profit-and-loss state- 
ments for the fiscal years ended in 1947 
to 1950, inclusive, showed net profits as 
follows: 


1947 $28,427.56 
1948 19,107.83 
1949 1,368.61 
1950 (295.32)* 


*Indicates a loss. 


At no time since its incorporation did 
it pay any dividends to its stockholders. 
On December 7, 1948, a meeting of the 
directors 
held. A resolution was passed authoriz- 


corporation’s board of was 
ing the corporation to enter into a con- 
tract with petitioner, whereby it would 
obligate itself to pay to him, upon cer- 
tain contingencies, a_ certain 
monthly income upon his reaching the 
age of 65 years, or, if he should die 
prior thereto, a 
nominees or his estate... 

On the same date, December 7, 1948, 
the corporation entered into a deferred 
compensation agreement with petitioner 


stated 


certain sum to his 


as authorized. The agreement recited 
that inasmuch as petitioner had ren- 
dered to the corporation services in 
excess of the compensation paid there- 
for, and as the corporation was in- 
debted to him for a large measure of 
its success and desired that he continue 
in his capacity as its president and 
treasurer, the parties agreed that addi- 
tional, deferred, 
should take the form of a pension, under 
petitioner 
monthly income of $500, commencing 


but compensation 


which was to receive a 
on the December 7th nearest the date 
upon which he attained the age of 65 
years, and to continue throughout the 
remainder of his life. In the event of his 
death on or after the due date of the 
first payment, and before the payments 
full 
years, the corporation agreed to con- 
the monthly 
daughters and .his brother, until the 


had been made throughout ten 


tinue payments to his 
expiration of the ten-year certain period. 
Petitioner had the right during his life- 
time to change the designation of bene- 
agreement, 
none survived him, it was agreed that 


ficiaries under the and if 
the payments were to be made to his 
estate. If he should die before the first 
payment became due, the Corporation 
agreed to pay to his nominee, or if none, 
to his estate, the sum of $50,000. Should 
he voluntarily leave the employ of the 
Corporation against its wishes, prior to 
the age of 65 years, or such earlier re- 
tirement date as might be agreed upon 
by the parties, or should he, subse- 
quent to retirement, accept employment 
from any competitor of the Corporation 
without the Corporation’s consent, then 
it was provided that petitioner, or his 
nominees, would forfeit all right to any 
payments coming due by virtue of the 
agreement. 

On December 7, 1948, the Corpora- 
tion applied to The Equitable Life 
Assurance Society (hereinafter referred 
to as Equitable) for a life insurance 
policy in the principal sum of $50,000 
insuring petitioner's life for the benefit 
of the Corporation. 

The Corporation possessed the right 
to assign the policy; the right to change 
its beneficiary; the right to receive divi- 
dends as declared by the insurer; and 
the right to borrow on the policy in an 
amount not exceeding its loan value. 

At the time of the issuance of the 
policy the petitioner was 52 years old. 

The Corporation paid the annual 
premium of $6,839.50 on said insurance 
policy for the years 1948, 1949, and 1950. 
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During 1950, the Corporation kept its 
books and reported its income on the 
cash-receipts-and-disbursements basis. In 
computing its taxable income for such 
year, it did not claim a deduction for 
the premium it paid on the insurance 
contract, but charged it against earned 
surplus. The policy was always treated 
as an asset of the Corporation on its 
books. 


The Opinion 

Respondent's determination is based 
on the theory that the majority stock- 
holder of a closely-held corporation re- 
ceives a distribution equivalent to a 
taxable dividend when corporate funds, 
have been 


which expended for his 


personal use, bestow upon him an 
benefit. He 


transaction 


ascertainable economic 


argues that the between 
petitioner and the corporation, when 
viewed as a whole, was lacking in bona 
fides, and, in effect, was no more than 
a device whereby petitioner purchased 
a retirement annuity for himself with 
corporate funds. 

Che pivotal point for decision in the 
not the 
transaction, whereby the compensation 


case before us is whether or 


agreement was executed and the insur- 
ance contract purchased, was a sham for 
tax purposes. 

Had petitioner taken out the policy, 
and provided that its benefits were to be 
paid either to him or his designated 
beneficiaries, and had the corporation 
merely paid the annual premiums as 
they became due, such annual payments 
would have constituted income to peti- 
tioner. Although that is not the factual 
situation before us, the distinction be- 
tween that result and the result here is 
material. We 
recognize the policy was taken out upon 


so slight as not to be 


application of the corporation, and was 
carried on its books as a corporate asset. 
We further recognize that all benefits 
due under the insurance contract were 
payable directly to the corporation, and 
that any future payments to be made to 
petitioner technically would go to him 
from the corporation and not from the 
insurer. However, by virtue of the com- 
pensation agreement, petitioner was 
given the right to designate the bene- 
ficiaries of either the death benefits or 
the retirement income payments which 
might be due him, and was also given 
the right to change any such designa- 
tions. 

Considering the features of the policy 
in conjunction with the provisions of 


the compensation, agreement, we must 
conclude that the corporation was no 
more than a conduit running from the 
insurer to petitioner, or his beneficiaries, 
with respect to any payments which 
might come due under the insurance 
contract. Essentially, petitioner stood in 
the same relationship to the policy as if 
he had taken it out himself and the 
corporation had paid the premiums for 
him. The similarity in terms between 
the policy and compensation agreement 
afford recourse to no other conclusion. 
The necessity for such a conclusion 
becomes more apparent when we con- 
sider the position petitioner occupied 
in relation to the corporation. For all 
practical purposes he was the corpora- 
tion. He maintained complete dominion 
and control of its every move; and any 
future disposition of insurance proceeds 
would be subject to his assent and ap- 
proval. 
Petitioner contends that had _ the 
corporation chosen to fund the agree- 
ment by the accumulation of a cash re- 
serve, or by investment of its funds in 
the purchase of securities, he would not 
then be deemed to have received a 
taxable distribution; and he therefore 
concludes, there being no distinction 
between that method of funding the 
agreement and the one herein involved, 
that the premium payment should not 
be considered as representing a taxable 
distribution. Such an argument over- 
looks the fact that the insurance contract 
immediately inured to petitioner’s bene- 
fit, while a cash accumulation or pur- 
chased securities would not in _ the 
absence of some further act, but would 
remain a general asset until actual dis- 
tribution or liquidation. Upon payment 
of the first premium, petitioner received 
an immediate economic benefit in the 
form of a $50,000 life insurance estate, 
and a retirement annuity contract. 
argues that his 
rights under the compensation agree- 


Petitioner further 
ment were subject to forfeiture in the 
event he left the employ of the corpora- 
tion prior to retirement at age 65, or 
entered into competition with it there- 
after. Because of such provisions, he con- 
tends that we should consider the 
benefits provided for by the agreement 
as conditional until the year of their 
actual cash receipt, and therefore not 
taxable in the year in issue. 

As a 
rights under the compensation agree- 
ment were not of a forfeitable nature 
during the taxable year. This is the only 


practical matter, petitioner's 
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conclusion which can be drawn from 
those paragraphs of the agreement which 
set forth the conditions of forfeiture. 

To sustain petitioner’s argument of 
forfeitability in the light of the record 
would be a gross distortion of fact. As 
he controlled the corporation by virtue 
of his stock ownership, his assent was 
the corporation’s assent, his wishes the 
corporation’s wishes. He, in fact, did 
nothing more than agree not to leave 
the corporation before the age of 65, or 
enter into competition therewith, unless 
he should decide to do otherwise. Con- 
ditions of such a nature are mere reci- 
tations having no substance or meaning. 

In short, we conclude that petitioner 
failed to maintain an arm’s-length rela- 
tionship in dealing with his corporation. 
As we said in Wilhelmina Dauth, (42 
B.T.A. 1181, 1189): 

“The test to determine whether a 
transaction is a bona fide transaction is 
described by the term ‘arm’s-length,’ or, 
in other words, Was the transaction 
carried out in the way that the ordinary 
parties to a business transaction would 
deal with each other?” 

An attempt to fit the transaction be- 
fore us into such a framework would be 
extremely difficult, if 
Though 
recited that for “many years” petitioner 


not impossible. 
the compensation agreement 


had rendered services to the corporation 
in excess of the compensation paid 
therefor, such was not the case. In fact, 
the corporation had only been in 
existence for two years at the time the 
agreement was executed; and, since 
there is nothing in the record to the 
contrary, we must presume petitioner's 
salary to have been adequate in rela- 
tion to the services rendered therefor. 
Considering the brief relationship be- 
tween the parties, the failure of the 
corporation to declare dividends, and 
the liberal benefits provided by the 
agreement, we cannot say that these 
were “ordinary parties to a_ business 
transaction.” 

Looking beyond the formal recita- 
tions of the compensation agreement 
and the insurance contract to their 
practical effect, we conclude that the 
transaction, when viewed in its en- 
tirety, lacked bona fides and was merely 
a device whereby petitioner attempted 
to avail funds 
without incurring a tax upon their use. 
To hold otherwise would require that 
we ignore the realities of the situation. 
We, therefore, hold that the sum of 
$6,839.50 paid by the corporation as the 


himself of corporate 
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annual premium upon the insurance 
contract represented a distribution to 
him equivalent to a taxable dividend 
in 1950. , 

The income and estate tax implica- 
tions of this decision are potentially 
serious. Perhaps it will be reversed on 


December 1956 


Meanwhile, advisors and 


insurance 


appeal. tax 


men should proceed with 
caution. Certainly it is appropriate to 
include, where possible, other non-stock- 
holder employees. Moreover, such an 
obvious tie-in between the plan and the 


insurance should be avoided. 


Weakness in Casale decision: insolvency 


could destroy benefit to owner-employee 


by ROBERT J. LAWTHERS 


The Casale decision seems right in all respects but one: what would have happened 


if the corporate-employer had become insolvent before the insured received any 


benefits? Evaluation of this point will influence future use of insurance in similay 


situations. 


Ww DANGERS are there that arrange- 
ments may be held to be an in- 
come tax sham when they are negotiated 
by an individual who sits on one side of 
the table as an employee of a corpora- 
the 
other side of the table as a stockholder 


tion and simultaneously sits on 
or director of the same corporation? 
If, in order to fund some agreement 
between them, a corporation insures the 
life of a the 


premiums on that insurance, will the 


stockholder and _ pays 


insured stockholder suffer unfavorable 
tax results which might not have arisen 
been made 
Will 


sured stockholder encounter unfavorable 


had some other investment 


to fund the agreement? the in- 
tax results even though the corporation 
is the policy’s sole beneficiary, payee, 
and owner—and even though no trust or 
escrow arrangement is imposed on the 
policy? 

These and related problems arise in 
the Tax Court’s de- 


connection with 


cision in the Casale case. This involved 
a deferred compensation agreement be- 
tween a stockholding employee and his 
corporation, in connection with which 
the corporation had taken out insurance 
on the life of the stockholding employee. 
The the 


careful study and thought respecting its 


Court’s decision merits most 


possible implications in any situation 
where life insurance is carried .by a 


corporation on the life of a stockholder. 


One weakness in court’s conclusion 
This case gives an important indica- 
tion that the courts will cut through 


transactions between a stockholder and 
his corporation and, when they are not 
hold 
them to be a sham for tax purposes. 


negotiated at arm’s-length, may 


Considering the circumstances of this 
case, it is difficult to take exception to 
what the court says respecting the de- 
One 
feels the force of the court’s rejoinder to 


ferred compensation agreement. 
every argument made by the taxpayer— 
except one. On this one point—and the 
point is critical—it is dificult to follow 
the reasoning of the court. 

The taxpayer had claimed that the 
transaction was essentially no different 
than if the corporation had established 
a reserve in cash or securities. The court 
tossed this aside on the basis of an im- 
mediate benefit provided for the tax- 
payer by the purchase of the insurance 
policy. 

Even granting its assumption of com- 
plete control of the corporation by the 
insured, the court failed to take account 
of one possible set of important circum- 
stances which stood between the insured 
and his certainty of enjoyment of the 
corporation’s premium payment: name- 
ly, the possibility of the corporation’s 
becoming insolvent. 

\ portion of the premium paid by the 
corporation was used to establish a cash 
value in the policy. Despite the most 
complete control by the insured over 
the corporation, that cash value, until 
actually used for his benefit, could be 
reached—even many years hence—to satis- 
fy the demands of any creditors of the 
corporation. 


Furthermore, there was not even im- 
mediate certainty of the insured’s en- 
joyment of that part of the premium 
applied to the cost of insurance protec- 
tion for the current year. Upon the 
death of the insured during that year, 
the entire policy proceeds would be 
paid to the corporation. Should the 
corporation be insolvent, payment of 
those proceeds could not be made to 
the beneficiaries of the insured, despite 
the contract the insured 
the corporation. Creditors must come 


between and 
first. And, even assuming the deferred 
compensation agreement to stand up as 
having been made in good faith and at 
arm’s-length for purposes of establishing 
an obligation of the corporation, the 
insured 


beneficiaries would 


merely be among the many possible 


and his 
creditors. On the other hand, if, even 
for purposes other than tax purposes, 
the deferred compensation agreement 
had been held to be an agreement to 
the 
insolvency, the insured and his bene- 
ficiaries 


pay dividends, then, in event of 


would have no rights with 
respect to the policy or its proceeds un- 
less all of the creditors could first be 
satisfied. 

It is unfortunate that counsel for the 
make 


definitely and emphatically. 


taxpayer did not this point 


Understanding of insurance needed 


Assuming that no trust or escrow 
arrangement was imposed on the policy, 
it seems that the court should have 
given due consideration to the condi- 
tional nature of the benefits provided 
for the stockholder on the basis of the 
possible use of the policy, its cash value, 
the 
that 


there might be situations in which the 


and proceeds for the benefit of 


corporation’s creditors. Agreed 


possibility of insolvency would be so 
remote that it might be ignored, this 
will not usually be the situation when 
a corporation is engaged in business, and 
it seems very unlikely that it was the 
situation with respect to O. Casale, Inc. 

One does find some tendency for the 
taxing authorities, and even the courts, 
to assume that an insured derives bene- 
fit merely by reason of the payment of 
a premium of a policy on his life, ir- 
respective of the ownership of the policy 
and irrespective of the persons who will 
benefit from it and the objectives to be 
served by it. There is no question that 
held to derive a 
benefit from the payment of a premium 


an insured can be 


on such a policy, even though he has no 
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incidents of ownership therein. However, 
when the insured has no such incident, 
it is necessary that the policy be for the 
benefit of those he would wish to bene- 
fit, or that it serve a personal purpose of 
his, in order for him to have tax liabil- 
ity on account of premium payments.1 


Other ways court could have gone 


rhe court did not need to decide the 
case this way in order to save the 
Government revenue and to prevent tax 
avoidance through a sham transaction. 
It could have? treated the payment of 
premiums exactly as it would, and 
could, have treated the accumulation of 
a reserve in either cash or purchased 
securities. Let us see what could have 
been done on this basis, conceding the 
sham nature of the deferred compensa- 
tion agreement. 

\ny payments made by the corpora- 
tion to the stockholder, following his 
retirement, could have been taxable to 
him as dividends and not deductible by 
the corporation. The corporation would 
thus lose the deductions to which it 
might be entitled in the case of a bona 
fide agreement with payments made as 
compensation for services. 

\t the death of the insured, the pay- 
ments to the widow, or other nominee 
of the insured, would not be compen- 
satory and thus would not get the ad- 
vantage of the employee $5,000 death 
benefit.8 A court could properly hold 
them to be dividends and thus taxable 
to the recipient but not deductible by 
the corporation. 

The proceeds of the insurance re- 
ceived by the corporation would increase 
the value of the corporation. The pay- 
ments to the widow or other nominee of 
the decedent could be held to constitute 
in agreement to pay dividends, and not 
an ordinary obligation of the corpora- 
tion. Thus, in valuing the corporation, 
no offset would be allowed on account 
of its liability to make the payments. 
Che insurance proceeds would increase 
the value of the stock of the decedent 
for estate tax purposes, and the effect 
[I believe it can properly be maintained that 
there cannot be held to be a distribution to the 
insured sufficient to warrant imposing an income 
tax liability on him, so long as there is uncer- 
tainty that a policy and its proceeds will inure 
to the benefit of the insured, or those he would 
wish to benefit, on account of there being a col- 
orable chance that they may inure to the benefit 
of the creditors of the corporation which is pay- 
ing the premium. 

In my opinion it should have. 

IRC Section 101(b). 

Section 102 of the 1939 Code. 

It is true that for the year 1950 this remedy 
would not have been available, since there were 


no profits in that year. 
The attitude of the life insurance agent can be 


would be as though the proceeds had 
been included in his gross estate. 

It may be claimed that this would still 
permit the stockholder to get an ad- 
vantage through the deferring of the 
time when income would be taxed, as 
compared with his currently being taxed 
were a distribution made to him and 
had he paid premiums on a _ personal 
policy. However, to the extent that this 
can be done, it is possible by merely 
accumulating profits for later distribu- 
tion. One does not need a deferred com- 
pensation agreement or life insurance 
on a stockholder’s life to do this sort of 
thing. 

However, the Commissioner has a 
remedy which is just as available when 
there is a deferred compensation agree- 
ment and when there is life insurance 
as when there is not: namely, the 
penalty tax of Section 531 of the 1954 
Code.* This remedy would have been 
available in the Casale case. If the de- 
ferred compensation agreement was a 
sham and was an agreement to pay divi- 
dends rather than compensation, then a 
reserve established against such obliga- 
tion would not be a reserve accumulated 
for a business purpose, and earnings 
added to such reserve could be subject 
to the penalty tax of Section 531. The 
fact.that the reserve might be so estab- 
lished through the medium of a life 
insurance policy would make no differ- 
ence.5 


The importance of this case 


Although I believe the decision to be 
illogical and unsound insofar as it re- 
lates to the effects of a corporation’s 
acquiring a life insurance policy, never- 
theless the decision cannot be ignored. 
Unless the decision is appealed and the 
Tax Court is overruled, we will have a 
distressing situation to confront us, 
probably for some time to come. 

Despite my opinions respecting this 
decision, I would not suggest recom- 
mending that a client in a_ position 
similar to that of Mr. Casale enter into 
a similar agreement and similarly ar- 


of great importance. If he tries to sell corporate 
insurance primarily to fulfill individual objectives 
of an insured stockhelder, the insurance is likely 
to be purchased, if at all, for such purposes. On 
the other hand, if the agent concentrates on 
business purposes of the corporation in soliciting 
of the insurence, it is likely that if it is pur- 
chased it will have been acquired primarily for 
corporate purposes. 

While the agent will, almost of necessity, in- 
formally discuss various ways that the policy may 
be used by the corporation to fulfill various pos- 
sible future needs of the corporation in relation 
to the employed stockholder or his relatives or 
dependents, this is vastly different from a pre- 
sentation that would show a basic purpose of a 
stockholder to feather his own nest in arranging 
for his corporation to take out insurance. 
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[Mr. Lawthers is Director of Benefits 
and Pension Business of the New Eng- 
land Mutual Life Insurance Company. 
He is a frequent speaker at tax insti- 
tutes and insurance conferences, and 
writes often for tax publications.] 


range for the purchase of a policy on 
his life. This decision gives an indica- 
tion of the position the Commissioner 
may be expected to take and of the 
probable position of the Tax Court. 
Few clients wish to buy more than an 
even chance of litigation in order to 
avoid undesirable tax consequences of 
their acts. 

Beyond this, however, some will see 
all sorts of peripheral applications of 
this decision. One could not argue very 
strongly against the tax practitioner who 
might fear similar results when several 
employed stockholders, who together 
own most of the stock of a corporation, 
act like Mr. Casale. There may also be 
reason to fear similar action for an em- 
ployed stockholder when the remaining 
stock is owned by close relatives. On the 
other hand, it may be argued that one 
would be getting overpanicky if one saw 
the spectre of income tax liability to the 
insured in every case of a deferred 
compensation agreement for an em- 
ployed stockholder with insurance taken 
out for his benefit. It is difficult to see 
how the reasoning of the court in the 
Casale case could be extended to an 
arrangement made for one minor stock- 
holder, or for a group of stockholders 
who together own only a minority of 
voting control, provided, in either event, 
remaining stock is not owned by rela- 


tives. 


Possible broad application 

Some may fear an even broader ap- 
plication of the basic philosophy of this 
decision. Although it deals with an em- 
ployment contract, and although it 
deals with life insurance taken out in 
connection with an employment con- 
tract, thé philosophy appears to have at 
least some applicability to any situation 
in which controlling stockholders take 
advantage of their corporation to have 
it pay premiums on insurance which is 
taken out primarily for personal objec- 
tives rather than for corporation objec- 
tives, even though this might appear as 
key-man insurance or insurance for 
stock redemption purposes. 

It is difficult to isolate the fulfilling of 
personal needs of a stockholder from the 


fulfilling of needs of that separate 
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person, the corporation. Of necessity, 
what benefits the corporation will prob- 
ably benefit its stockholders. Beyond 
this, even when the primary purpose of 
insurance is clearly to fulfill a corporate 
purpose, it will be difficult to escape the 
secondary 


possibility of purposes the 


insurance may serve that will be of 
benefit to the stockholders. Considerable 
care should be taken that any pertinent 
corporate resolutions, agreements, or 
other facts that could be introduced in 
evidence, all point in the direction of 


the primary corporate purpose.® 


Conclusion 


I believe the Casale decision to be 
correct insofar as it holds the deferred 
compensation agreement to be a sham, 
but not correct insofar as it holds 
premiums paid by the corporation to be 


currently taxable income to the insured. 
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I believe that this decision would have 
been correct if any trust or escrow ar- 
rangement had been imposed upon the 
policy to preferentially devote it to the 
fulfillment of the deferred compensation 
agreement. In the absence of this, how- 
ever, I believe that the situation should 
have been held to be no different than 
if cash had been put into a reserve 
or had securities been purchased to fund 
the agreement. In this connection, I 
agree that there might be a_ necessary 
weighing of the likelihood of the corpo- 
ration’s becoming insolvent during a 
period within which the insured stock- 
holder might lose the possibility of being 
situation 


might be found where the possibility of 


benefited. Occasionally, a 
such insolvency would be so remote as 
to be properly ignored, but this would 
in all probability not be true with most 
businesses. 





Premium paid to fund controlling stock- 


holder’s retirement agreement a divi- 
dend to him. In order to fund a retire- 
ment pension agreement with its presi- 
dent and principal stockholder, a corpo- 
ration took out a combined life-annuity 
contract to mature at age 65. The corpo- 
ration was declared to be the owner of 
the policy, but the officer, by agreement 
with the corporation, was given the 
right to designate the beneficiaries in 
the event of his death. The court holds 
the officer’s rights under the retirement 
annual 


premium of $6,000 paid by the corpo- 


agreement nonforfeitable; the 
ration represented a distribution equiva- 
lent to a taxable dividend [See comment 
340-344. Ed.] 


and discussion, pages 


Casale, 26 TC No. 131. 
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Pension plan not defective because 
employer is preferred creditor. An em- 
ployee’s profit-sharing, or 
stock bonus plan will not fail to qualify 
under Section 401(a) of the 1954 Code 
merely because it contains a provision 
exempting the 


pension, 


employer, if it is a 
creditor, from the general provision that 
the rights of the employee under the 
plan are not subject to the claims of 
creditors. Rev. Rul. 56-432. 


Profit-sharing plan may pay cash cur- 
rently to some and defer benefits for 
others. An employee's _ profit-sharing 
arrangement which provides for cash 
payments to some participants and de- 
ferment by funding through a trust of 
contributions on behalf of others may 
qualify for exemption if, with reference 
to the deferred contributions, it meets 
the coverage requirement and is non- 
discriminatory in contributions or bene- 
fits. Rev. Rul. 56-497. 


Lump-sum pension distributions exempt 
under Canadian treaty. When a non- 
resident alien residing in Canada was 
separated from his employment, he re- 
ceived a lump-sum distribution from 
an employees’ trust which was qualified 
under U. S. law on account of services 
performed outside the U. S. The dis- 
tribution is exempt from tax under the 
Canadian tax Rev. Rul. 
56-446. 


convention. 


Worked at home; pay isn’t sick pay. 
Taxpayer, though ill, carried on_ his 
duties to a large extent from his home. 
Because he was chairman of the board 
and chief executive officer, the usual ad- 
ministrative procedure (investigation, 
personnel department reports, etc.), were 
not followed in his case. The court con- 
cludes his salary was not considered sick 
pay by the company. It treats him as 
having earned the salary. Hall, DC Ind., 
8/2/56. 


Can't separate legal fees for service 
to incompetent; 80% test not met, no 
spreading. An attorney received $16,400 
in legal fees for services in prosecuting 
claims in behalf of an incompetent from 
1944 through April 1946. Later, in 1950, 
he was awarded by court order addi- 
$10,300 for the services 
in the same litigation during the period 
April 1946 to October 1947. The court 
holds the services were continuous. Since 


tional fees of 


the amount received in 1950 was less 
than 80% of his total compensation, the 
income-spreading benefits of Section 
107(a) are not available. Howard, TCM 
1956-219. 


Salesman cannot isolate particular sales 
for income-spreading benefits. Taxpayer 
was employed as Washington sales repre- 
sentative for a manufacturer of auto- 
motive equipment. Services which he 
rendered over 37 months in the sale 
of 240 tanks to the Chinese government 
are held to be part of his general duties. 
It could not be isosated as a separate 
employment for purposes of qualifying 
the compensation under Section 107(a). 
Reynolds, 26 TC No. 155. 


Spouses can split and carry back long- 
term fee despite joint returns in prior 
years (old law). In 1948, husband re- 
ceived a fee for legal services rendered 
from 1936 to 1945. He and his wife filed 
joint returns for 1948 as they had done 
in some of the prior years. They com- 
puted the 1948 tax by dividing the fee 
into two equal parts and _ allocating 
each half to the years during which the 
services were performed, as_ though 
returns had been filed. The 
Third Circuit affirmed the Tax Court. 
[Under the 1954 Code, long-term com- 
pensation cannot be split when carried 
to years prior to 1942. Ed.] Stockly, 22 
TC 28, acq. 1956-37. Acquiescences are 
published for similar cases: Mahler, 22 
TC 1180, acq. IRB 1956-37; Jolson, 22 
TC 1101, acq. IRB 1956-37. 
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Commissioner Harrington explains new 


informal conference procedure details 


“VV E STRONGLY BELIEVE that the new 
informal conference procedure 
we have recently announced will attain 
general approval in most quarters,”” says 
Commissioner of Internal Revenue Har- 
rington. “Obviously, it is impossible to 
come up with an answer that is entirely 
satisfactory to everyone, but we have set 
out to change the existing procedure to 
keep as much of the informal, low-cost 
aspects as possible.” 


Departure from present system 


“Our 
procedure was established under the Re- 
Plan of 1952,” he 


“This is the machinery set up at the dis- 


present informal conference 


organization said. 


trict Audit Division level to resolve, as 
early and as informally as possible, the 
disputes between the taxpayer and the 
Revenue Service.” Mr. Harrington con- 
tinued: 

\ major objective of the revision was 
to bring the disposition of disputed cases 
closer to the taxpayer, to give him an 
opportunity to present his case at the 
least cost, and with a minimum of fuss 
and bother. We thought thus to increase 
the opportunity for early taxpayer pro- 
tests, for agreements before the prepara- 
tion of the revenue agent’s formal re- 
port, and to reduce the need for the 
more-costly formal protests at the Appel- 
late Division level. 

Key man in this system has been the 
supervisor of each group of revenue 
agents. Besides supervising the work of 
his “team” of agents, he usually also 
serves as the conferee in attempting to 
resolve the differences which arise be- 
tween the agents and the taxpayers. 

Some no doubt remember that, prior 
to reorganization, a specialized group of 
conferees, functioning more or less in- 
dependently of the revenue agents and 
their supervisors, carried out the con- 
ference activity at the Audit Division 


level of the Service’s organization. 

This system was also 
more costly, and many of the relatively- 
small cases that are protested today were 
formerly agreed to by taxpayers because 
of the relatively-high cost of the confer- 
ence procedure. 

Since there was also an Appellate 
Division function prior to reorganiza- 


more-formal 


tion, as there is now, the prior adminis- 
trative appeals procedure in effect had 
two formal conference systems. In other 
words, the present informal conference 
procedure is a substitute for the prior 
more-formal conference procedure at the 
district Audit Division level. The Appel- 
late Division procedure is about the 
same now as it was prior to the reorgan- 
ization of the Service. 

This objective of making the informal 
conference less formal and less costly to 
taxpayers is a desirable objective which 
the will continue to strive to 
attain. In practice, however, imperfec- 


Service 


tions developed, along with a great deal 
of conflicting opinion as to its desirabil- 
ity. 


Investigation of dissatisfaction 

When we were convinced that a real 
problem existed in this area, we took a 
first step toward its solution early this 
year by undertaking a rather thorough 
survey of opinion on the matter, con- 
sulting representative taxpayers, tax 
practitioners, both lawyers and accoun- 
tants, and our own field officials and 
technicians. 

The results of this survey were some- 
what surprising. There was an almost 
equal division of the respondents among 
three groups: those endorsing the pres- 
ent conference procedure 
wholeheartedly, or with only minor 
modifications; those liking the basic as- 
pects of the present informal conference 


procedure, but proposing major modifi- 


informal 


Effective tax procedures + 345 


cations; and, those opposing the in- 
formal conference procedure entirely, or 
with such drastic modifications as would, 
in effect, virtually eliminate its informal 
aspects. 


Informal qualities preserved 


We interpreted the results of our en- 
tire survey to mean that the desire to 
keep the present informal conference 
unchanged is clearly a minority attitude. 
Similarly, the desire to eliminate the 
present informal conference is also a 
minority attitude. 

We therefore set about to change the 
existing procedure to keep as much of 
the informal, low-cost aspects as possible; 
but to provide the flexibility our-operat- 
ing experience indicates that we need 
and to allow for some of the recommen- 
dations received. 


Audit Chief now responsible 


Our first major change is based on the 
premise that many of the currently de- 
fective aspects of the informal confer- 
ence stem from the fact that there has 
not been completely effective direction 
or control of the informal conference 
function. We are therefore assigning 
specific responsibility for the direction 
and execution of this function in each 
District Office to the Chief of the Audit 
Division. Where the Chief is personally 
unable to discharge these responsibili- 
ties, he may delegate them to a confer- 
ence coordinator under his immediate 
direction. 

Most of the larger offices will have a 
full-time conference coordinator. Some 
of the largest districts will also assign 
one or more conferees to assist the co- 
ordinator. 

In many of the smaller districts, the 
duties of the conference coordinator will 
be assigned to a competent Audit Divi- 
sion official as an adjunct to his regular 
duties. 

In all districts, the conference coor- 
dinator, whether full-time or part-time, 
will be a highly capable technical em- 
ployee who has demonstrated his ability 
to deal effectively with taxpayers and 
their representatives. He will also have 
the qualifications necessary to provide 
leadership and competent guidance to 
the Service’s group supervisors and other 
personnel on the informal conference 
function. 

Obviously, great responsibilities rest 
upon the conference coordinator in mak- 
ing the revised informal system work 
well. I should like to mention some of 
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these responsibilities, as they are out- 
field 
personnel, in addition to the basic re- 
sponsibilities for direction and execution 


lined in our instructions to our 


of the entire informal conference func- 
tion. 

The coordinator will review informal 
conference notification letters in those 
cases in which the taxpayer has request- 
ed an informal conference, and he will 
assign these conferences to appropriate 
Audit Division personnel. 

We expect that requests for informal 
conferences on run-of-the-mill cases will 
continue to be assigned to the examin- 
ing officer's group supervisor as under 
the present procedure. However, the co- 
ordinator will make other arrangements, 
where necessary, to achieve an informal 
conference to the best interests of both 
the taxpayer and the Service. 

The examining officer’s group super- 
visor is not likely to be the conferee in 
large, character- 
ized by a multiplicity of difficult issues. 


time-consuming cases 


The coordinator will also consider other 
factors in deciding the appropriate con- 
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feree to assign to each case, such as 
representations made by the taxpayer 
and his representatives, the group super- 
visor’s recommendation, and other re- 
lated information. 

In this way we intend, insofar as prac- 
ticable, to provide every taxpayer with 
the type of conference best suited to the 
circumstances in his specific case. 


Flexibility will be retained 

We recognize that it is impractical to 
expect a rigid system or procedure to fit 
the extremes of the range of cases for 
which taxpayers request informal con- 
ferences. 

We are therefore attempting to intro- 
duce sufficient flexibility into the in- 
formal conference procedure to answer 
the different needs, for example, of both 
the large-corporation case with many 
complicated issues and the relatively- 
simple case of a nonbusiness deduction 
question with equal satisfaction to the 
two types of taxpayers and the Service. 

The conference coordinator will have 
a number of other duties, including the 





WHEN THE SECRETARY OF THE TREASURY 
terminated enrollments to practice 
before the Department in 1952, he 
provided for renewals for five years 
only. This five years expires next 
year, making renewal necessary. 

“It was estimated that about 55,000 
renewal 


cards issued between 


January | and June 30, 1952”, says 


were 


Practice 
of the Department. It was also esti- 
that 6,000 


George C. Lea, Director of 


mated enrollment 


some 
result of 
1952. 


After the termination by the Secre- 


cards were issued as a 


original applications filed in 


tary of all enrollments, a period of 
the the 
card having been prescribed, it is 


five years from issuance of 
estimated that about 62,000 cards will 
expire in 1957. Upon expiration they 
will be null and void and of no effect 
whatsoever. 

that there will 
published in the Federal 


Register notice of an amendment of 


“It is anticipated 


soon be 


the regulations covering renewal pro- 
instructions 
will be publicized as to the details of 


cedure and _ thereafter 
carrying out such procedure. 
“It is believed that such procedure 





RE-ENROLLMENT FOR TREAS 





JRY PRACTICE REQUIRED 


to be announced will not vary ma- 
terially from that followed in 1952; 
that it will provide for renewal by 
filing a short form application desig- 
nated Form 23-A; that such form may 
be obtained and filed in the Internal 
Revenue Region in which the appli- 
cant resides; that it will be processed 
there unless there is reason to believe 
the answers given by the applicant to 
the questions thereon are not favor- 
truthful; that in such 
event they will be processed in the 


able or not 
office of the Director of Practice after 
investigation and pursuant to a pro- 
cedure that will satisfy the require- 
ments of due process of law; that a 
reasonable time will be specified for 
the submission of such renewal ap- 
plications; that the submission of a 
renewal application within the speci- 
fied time will give the applicant the 
advantage of such summary proce- 
dure; that working space will be 
provided for the processing of re- 
newal applications in said estimated 
volume by the Department but with 
provision for temporary recognition 
while awaiting the taking of final 
action.” 








furnishing of technical advice to con- 
ferees; the conducting of conferences in 
the more difficult cases or in cases in- 
volving issues in which he is particularly 
qualified; the achieving of technical uni- 
formity in informal conference cases in- 
volving the same or similar issues; and 
the screening of all formal protests filed 
by taxpayers for the purpose of deciding 
whether further action is required by 
the Audit Division prior to referral of 
the case to the Appellate Division. 

I believe these aspects of the new in- 
formal conference framework are those 
which are most important to practition- 
ers in their future dealings with the Ser- 
vice. The rest of the details will soon 
become obvious in their actual tax prac- 
tice. 

I consider the revision of the informal 
conference machinery one of the most 
important procedural developments of 
the year. We sincerely hope and expect 
that the new system will enable us to 
render better service to tax practition- 
and to their clients and ours, the 
taxpayers. * 


ers, 


IRS School program 
revised, expanded 


A NEW EDITION of the Internal Revenue 
Service’s “Federal Income Tax Course,” 
for use in teaching students of high 
schools and secondary schools basic in- 
come tax facts and how income tax re- 
should be prepared, is being 


readied for free distribution this fall. 


turns 


Forms for use in ordering copies of the 
new course have been mailed to more 
than 30,000 parochial and 
private secondary schools of the nation. 

Included 


public, 


instructional materials 


so-called 


are 
“General Course,” 


directed to 


for the 
students in 
city and urban areas, and the “Farm 


Course” 


which is our 


which is for use in the more 
than 10,000 high schools and secondary 
schools in the rural and farm areas of 
the country. Instruction manuals are 
provided for the teachers, and each stu- 
dent is furnished a handbook to be used 
in following at their desk the instruc- 
tions given by the teacher. ‘The students’ 
handbooks contain illustrations of filled- 
in return forms and also sample prob- 
lems and blank forms for completion to 
provide for practice in filling in re- 
turns. The Farm Course includes a sec- 
tion on record keeping of farm income 
and expenses on both the “cash” and 


“accrual” methods of accounting. 
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General order to third party to produce 
all records is illegal search and seizure. 
Defendant is the surviving spouse of one 
who appears to have been the moving 
factor behind a 


building company, 


whose books and records were sub- 
poenaed by the Special Agent investi- 
gating the tax liability of two individuals 
who transacted business with the build- 
ing company. She refused to produce any 
of the subpoenaed books and records on 
the ground that the government might 
make a tax claim arising either out of 
the affairs of the building company or 
her deceased husband and attempt to 
pursue certain property which had been 
transferred to her by her deceased hus- 
band. The district court held however 
that since such possible tax claim would 
be a civil proceeding, the Fifth Amend- 
ment would not excuse production of 
the books and records on that ground. 
It further held that the examination was 
necessary to accomplish its purpose and 
that the subpoena did not constitute an 
More- 
over, the materiality of the books and 


records to the investigation of another's 


unreasonable search and seizure. 


tax liability could be raised, if at all, 
only by the one who is being investi- 
gated. This circuit court reverses and 
refuses to enforce the subpoena. The 
proper procedure, it says, would have 
been to examine her as to the records 
she had and if they bore on the affairs 
of the taxpayer being investigated to 
subpoena them specifically. A general 
subpoena is an unreasonable search and 


seizure. Hubner, CA-9, 9/21/56. 


Late claim no good though Commis- 
sioner studied it. Taxpayer, the opera 
singer, Lauritz Melchior, claimed a re- 
fund of some $80,000 because of loss of 
property in East Germany. The claim 
is barred by the ordinary statute of 
limitations. This is so even though the 
Commissioner did consider the claim 
on its merits. The statutory require- 
ments of a timely claim cannot be 
waived. If taxpayer asks for a ‘“‘war loss” 
it must be denied because such losses 
are deemed to occur in 1941. Melchior, 


Ct. Cls., 10/2/56. 


Can’t enjoin collection of assessment; 
still untried. 
laxpayer sought to enjoin the collec- 


administrative remedies 


New procedural decisions this month 


tion of an assessment which, he claimed, 
was made too late. The court denies the 
injunction. The assessment was for 
alleged fraud which, if proved, would 
lift the bar of the statute of limitations. 
Moreover, taxpayer had not exhausted 
his administrative remedies: he had not 
petitioned the Tax Court. Although the 
period in which he could file that peti- 
tion had expired, he can still pay the 
assessment and sue for refund. 
DC Calif., 5/3/56. 


Boren, 


Tax Court petition setting forth a 
claim for refund was adequate notice 
to the Commissioner. ‘Taxpayer was 
sent a notice showing an income tax 
deficiency and an excess profits tax over- 
assessment. He did not file a claim for 
refund on Form 843 but filed a petition 
setting forth his claim with the Tax 
Court. The Tax Court forwarded two 
copies of the petition to the Commis- 
sioner, and it was processed as a claim 
for refund. An amended claim filed on 
Form 843 after the statute of limitations 
had valid amendment of a 
timely-filed claim. Rushlight & Co., DC 


Oreg., 8/31/56. 


run is a 


Inactive corporation retaining some 
assets must file 1120. If a corporation 
has ceased all business operations but 
has retained a small sum of cash to pay 
corporate state taxes to preserve its 
file a Federal 


tax return. [The Regulations require 


charter, it must income 
that all corporations file returns; how- 
ever, if a corporation is still alive under 
state law but does no business and re- 
tains no assets, the Regulations classify 
that corporation as ceasing to exist. 
Ed.| Rev. Rul. 56-483. 


IRS can’t back out of stipulation. |Non- 
acquiescence| The court refused to grant 
the Commissioner's motion to withdraw 
a stipulation of settlement. He failed to 
show that his representatives made a 
mistake in filing the stipulation or were 
unaware of the points which he now 
wished to press. The Commissioner had 
argued that statements in an affidavit 
filed by taxpayer falsely represented that 
taxpayer was not a “primary obligor” 
of a certain corporate note. The court, 
held that the affidavit 
properly refer to taxpayer as an accom- 


however, did 
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modation-maker and as such did not 
mislead the IRS. Saigh, Jr., 26 TC No. 
18, non-acq., IRB 1956-39. 


Transferee assessment not valid; she 
wasn’t transferee. Asserting transferee 
liability against for her 
brother’s taxes, Commissioner col- 
lected the rent of certain property re- 
corded in her name. The court holds 
(1) she was not her brother’s transferee 
because she immediately endorsed and 
returned to her brother the capital stock 
which was allegedly transferred and (2) 
she was a mere holder of record title for 
the real property which belonged to her 
father. Potnick, DC Pa., 8/17/56. 


taxpayer 
the 


Trustee liable as transferee for tax 
debt of insolvent grantor. Taxpayer's 


husband, who 


owed Federal income 
taxes plus penalties and interest in 
excess of $63,000, gratuitously trans- 


ferred property to his wife in trust for 
the benefit of his grandchildren. In a 
prior proceeding the court held the 
transferor was insolvent at the time of 
the transfer. Upon rehearing, the court 
affirms its prior finding of insolvency 
and holds the wife as trustee-transferee 
liable for the Smith, 
TCM 1956-213. 


debtor’s taxes. 


Notice of mathematical error not a 
“deficiency notice.” The Commissioner 
notified the taxpayer that he was not 
entitled to claim a credit on his return 
for an estimated tax payment because 
the period of limitations with respect 
to the credit had expired. Notification 
regular deficiency 
notice but by a notice of mathematical 


was not made by 
error. As the Commissioner’s claim was 
based on an error in arithmetic, 
his notice was held insufficient as a 
deficiency notice. Repetti, CA-9, 9/7/56. 


not 








tax problems? 


For the quick answer to all 
Federal tax questions, keep 


Alexander's Federal Tax 
Handbook, 1957 Edition, on 
your desk at all times. See 
back cover for order blank. 
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Tax considerations in gifts to minors 


made under new state custodian laws 


by DANIEL G. TENNEY, Jr. 


Action by the IRS has been eagerly awaited on income-tax treatment of gifts to 


minors using the new statutory custodian. Now, in a new ruling, the IRS confirms 


widespread belief that income from such gifts will be taxed to the person having 


the obligation of support. But many tax men doubt the validity of this position, 


saying that the Treasury may be exceeding its statutory authority. The following 


analysis of income-, estate-, and gift-tax consequences relates the new ruling to 


other considerations, and provides a simple, but thorough, picture of the points to 


watch in using the statutory custodian 


ie STATES and the District of 
now have in effect sub- 
stantially identical statutes providing a 


Columbia 


simple method for making gifts of se- 
curities to children. The Commissioners 
on Uniform State Laws have adopted a 
version which follows the same pattern 
and which will be subject, in all prob- 
ability, to exactly the same tax consider- 
ations as the existing legislation. 

The concept of the statutes! is a very 
simple one. By following the simple pro- 
cedure outlined in them, the donor effec- 
tively makes a gift of the securities in 
question to the child and appoints either 
himself, or a member of the child’s fam- 
ily, to be “custodian” of the property in 
question during the child’s minority. 
This amounts to the appointment of a 
guardian of the specific property, lim- 
ited in its scope and effect to the par- 
ticular subject matter. The “custodian” 
is given the power to sell the securities 
and to reinvest the proceeds, income and 
other cash receipts, but the property in 
the custodian’s hands is and remains the 
property of the child in every respect. 

Not all the tax consequences to the 
donor, the custodian and the child are 
as yet fully established. 


Revenue rulings 


1. Revenue Ruling 56-86 recognizes 


that such gifts come within the purview 
of Section 2503(c) of the Internal Rev- 
enue Code of 1954 and, consequently, 
qualify for the annual gift tax exclusion. 
So far as the donor is concerned, there- 
fore, it is clear that he does not need to 
pay any gift tax in the year of gift if 
not more than $3,000 (or $6,000, if joint 
with spouse) is given to any one child in 
that year. The possibility of subsequent 
gift tax consequences to the donor or 
custodian is discussed later in this arti- 
cle. 

2. Revenue Ruling 56-484 [see sum- 
mary at page 351, this issue. Ed.] charges 
the infant with income not used to dis- 
charge another's obligation to support 
the infant, and charges the person hav- 
ing the obligation of support with in- 
come actually used for that purpose. 
This ruling conforms with the proposed 
Treasury regulations relating to the in- 
come from trusts. See Federal Register, 
May 2, 1956 (especially proposed regu- 
lations under Sections 678 and 662). 


Income tax questions 


The income tax implications of such 
gifts are pretty well set forth by the 
Revenue Ruling just mentioned (i.e. 
Revenue Ruling 56-484). Some of the 
difficulties which taxpayers and the Gov- 
ernment may have in applying this rul- 


ing are suggested in a recent article in 
THE JOURNAL oF TAXATION, September 
1956 issue, at pp. 163-164. There is con- 
siderable opinion to the effect that the 
proposed trust regulations (and thus 
also this ruling) exceed the statutory au- 
thority. For the moment, however, until 
the validity of the Treasury’s position 
and the limitations upon the applica- 
tion of its rulings and regulations are 
determined, income from a gift of se- 
curities under the statutes ought not to 
be used to defray obligations of support 
and maintenance, as this may have ad- 
verse consequences to the person having 
such duty of support. 

In so far as income tax consequences 
are concerned, there would appear to be 
no disadvantage to using the statutory 
method as compared with making out- 
right gifts (which would be subject to 
legal guardianship) or gifts in trust, as- 
suming that the donor wishes to avail 
himself of the annual gift tax exclusion 
and therefore keeps the trust provisions 
within the limits prescribed by Section 
2503. On the contrary, income from a 
statutory gift which is not used to dis- 
charge the obligation of support is tax- 
able to the infant (Rev. Ruls. 56-484, 
supra, and 55-469: Widmark, “Security 
Gifts to Minors,” 95 Trusts and Estates 
698 (1956) who will accordingly be al- 
lowed an exemption of $600 plus the 
standard deduction. It would also ap- 
pear, from informal inquiries at the 
Treasury Department, that if a cus- 
todian permits an infant’s income to 
accumulate over a period of years and 
then spends more in a subsequent year 
than the income earned on the fund in 
that year, the person having the obliga- 
tion for support will not be taxed on 
more than the income actually earned 
on the fund in that year. In other words, 
a custodian might accumulate income 
during a child’s early years, the income 
being taxed as the child’s, and utilize 
that income during a later year of mi- 
nority without subjecting the child’s 
parents to income tax on a sum greater 
than was earned on the child’s property 
in that later year. 


Estate and gift tax questions 

Certain questions have been raised 
regarding estate. and gift tax conse- 
quences from gifts under these statutes. 
To the family of moderate means, the 
specific gift and estate tax exemptions. 
and the annual gift tax exclusion make 
such questions largely academic. They 
do deserve some discussion, however. 
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Before going into them in detail, it 
seems desirable to analyze the relation- 
ships involved and equate them with 
other recognized and familiar relation- 
ships. First, it should be recognized that 
a gift under the statute does not create 
a trust for the child, strictly speaking, 
because title to the securities in ques- 
tion belongs to the child. The gift is to 
the child and it is his property. Were a 
gift of securities made to the child with- 
out the use of these statutes, the child 
could not legally sell the securities, cash 
dividend checks and collect interest. A 
guardian would have to be appointed 
to deal with the securities and income 
for the child. What the donor does in 
using one of these statutes is to give to 
the selected custodian powers of admin- 
istration similar to those of a guardian 
for the child appointed by court, except 
that the custodian’s powers are broader 
and are confined to the property given 
by the donor. 

Che relationship among donor, child 
and custodian is closely analogous to 
three well-known relationships affecting 
children’s property: (i) It is analogous, 
as indicated, to legal guardianship, in 
which the guardian’s powers are con- 
ferred by statute and court appointment. 
(ii) It is even more closely analogous to 
other 
forms of testamentary powers in trust. 


testamentary guardianship and 
It is common practice for testators to 
provide legacies or other benefits under 
their wills for children and to appoint 
guardians of the property, setting out in 
the will the extent and nature of those 
guardians’ powers. Alternatively, testa- 
tors may provide that if a legatee or 
beneficiary is a minor, the executor or 
some other person designated in the will 
shall have the power to administer the 
property during the child’s minority. 
Such testators frequently specify the 
powers and duties that such fiduciaries 
are to have. There is no difference what- 
soever, in theory, between such testa- 
mentary grants of administrative powers 
to persons other than legal guardians 
and the grant effected inter vivos by 
utilization of the statute. (iii) Lastly, 
such gifts are no different from trusts 
that meet the requirements of Section 
except that title in the one 
case is vested in the trustee. The powers 
that may be given to the trustee may be 


2503(c), 


even wider or narrower than those ex- 
pressed in the statute, or may be the 
same, depending on the wish of the 
donor. Under the statutory form the 
donor accepts the powers that the par- 


ticular offered as a 


standard. 


legislature has 


To sum up, the relationships under 
the statutes are such that the estate and 
gift tax consequences should certainly 
be made to be identical with those 
of gifts in trust that qualify for the an- 
nual exclusion and gifts outright to a 
child subject to the control of the gen- 
eral guardian, assuming that the same 
person is custodian, trustee or legal 
guardian in each case. In other words, 
the tax consequences should be the same 
irrespective of which of the three meth- 
His 


guardian, trustee, or custodian, however, 


ods the donor selects. choice of 


may make a substantial difference to 


himself or to the custodian or trustee, 
if large gifts are made or if large funds 
are accumulated by regular giving. How- 
ever, to the average donor and custodian 
little 


the questions are of practical 


significance. 


Gift tax results 


The donor. As already pointed out, 
gifts under the statutes qualify for the 
annual gift tax exclusion (Revenue Rul- 
ing 56-86) and it is assumed that donors 
will only use the statute in order to 
take advantage of the exclusion.” It has 
that if the 
donor is also the custodian, and further- 


been suggested, however, 
more owes the duty of support to the 
child, he has reserved to himself, in ef- 
fect, a power of appointment over prin- 
cipal and income alike and may be sub- 
ject to further gift tax when that power 
is either surrendered or expires by rea- 
son of the child’s reaching 21 years of 
age or dying. Note: “Recent Legislation 
to Facilitate Gifts of Securities to 
Minors,” 69 Harv. L. Rev. 1476, 1482-4 
(1956). This would seem to be in con- 
flict with Revenue Ruling 56-86, which 
concerned a gift by a father to his 
daughter, naming himself as custodian. 
The Treasury held that this was a gift 
of a present and not a future interest. 
The danger, if any, would lie in the fact 
that a succession of gifts may have built 
up the aggregate property given by the 
donor, over a period of years, to a fund 
well in excess of the $3,000 or $6,000 
limitation which presumably prompted 
each individual gift. Were a donor-cus- 
todian actually to use income or princi- 
pal, or both, to satisfy his legal obliga- 
tions, the relinquishment or expiration 
of such power, after a history of actual 
use, might lead the Treasury to take 
the position that the donor-custodian 
had, in effect, reserved a power to ap- 
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[Daniel G. Tenney, Jr. is a member of 
the New York Bar, and a member of the 
New York law firm of Milbank, Tweed, 
Hope & Hadley.| 


point the property to himself. Should 
none of the principal or income have 
been used, however, prior to the date 
when the power expired or was relin- 
quished, it would seem difficult for the 
Treasury to argue that the donor had 
actually reserved to himself a power to 
use the property in discharge of his own 
legal obligations, particularly since the 
Treasury has recognized the gift as com- 
plete on the date of the original trans- 
fer. To those donors who might have 
misgivings about the future gift tax im- 
plications of such a transfer, however, 
two possible courses are suggested. First, 
the donor should appoint someone other 
If it is im- 
possible or impracticable to appoint an- 


than himself as custodian. 
other as custodian, he might, within the 
same calendar year as that in which he 
has made the gift — or before the fund 
has grown to exceed $3,000 or $6,000, as 
the case may be — relinquish the power 
insofar as it may enable him to discharge 
his own legal obligation to support the 
child. Such a renunciation should place 
him in the same category as a legal 
guardian who is also a donor. (Cf. Rev. 
Rul. 56-484, supra, and cases cited there- 
in.) Donors who are concerned about 
this situation might further protect 
themselves by filing returns each year in 
which a gift is made, irrespective of the 
fact that they might not be obliged to 
do so because of the size of the gift, re- 
vealing the relationship between donor- 
custodian and child. , 

A donor need have no fear of future 
gift tax liability if he does not himself 
owe a duty of support of the child. 

The custodian. The donor may not 
be the only one, however, who runs the 
risk of future gift tax liability. 69 Harv. 
L. Rev., supra, at pp. 1484-5. Ifthe cus- 
todian owes the duty of support of the 
child, the unrestricted power—conferred 
by gifts under the statutes—to utilize the 
income and principal to discharge the 
duty of support might be held to give 


1The form and content of all the existing stat- 
utes and the Uniform Act are so alike that they, 
collectively, will be referred to in this article as 
the “statutes” unless occasion arises for more 
specific reference. The existing statutes, all of 
which are based on a single model prepared for 
and sponsored by The New York Stock Exchange 
Firms, may occasionally be referred to, collec- 
tively, as the “Model Bill’ and the version adopt- 
ed by the Commissioners on Uniform State Laws 
may occasionally be referred to as the “Uniform 
Act.” 

2 If larger gifts are to be made, the flexibility of 
“custom-tailored” trusts suggests the use of them 
in preference to the statutory gift. 
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the custodian a power to appoint to 
himself, and the relinquishment or ex- 
piration of this power might amount to 
a gift by the custodian to the child. Re- 
nunciation by the custodian of the pow- 
er to employ principal or income in dis- 
charge of the custodian’s own legal obli- 
gation would appear to bring him into 
the same category as a legal guardian, 
who is presumed noi to have the power 
to utilize the child’s income to discharge 
his own legal obligation. Cf. Rev. Rul. 
56-484, supra. Parents may wish to find 
another member of the family or other 
eligible custodian to serve, if this gift 
tax liability is a serious consideration 
to them. It would seem remote to the 
author, unless the power is actually exer- 
cised by the custodian to discharge his 
own legal obligation, and it is question- 
able whether a custodian would have a 
legal right to do so unless his own funds 


were inadequate for the purpose. 


Estate tax results 

The same theories that inspire the 
fear of adverse gift tax consequences to 
donor and custodian alike, subsequent 
to the date of the gift, have suggested 
estate tax consequences that should cer- 
tainly be considered and, to the greatest 
extent possible, minimized. 

The infant donee. If the infant donee 
dies before reaching the age of twenty- 
one, the subject matter of every gift 
made to him under any one of these 
statutes will naturally be included in his 
gross estate for tax purposes. This is no 
different than (a) property owned by the 
infant subject to the control of a legal 
guardian, (b) property owned by him 
and subject to testamentary guardian- 
ship, and (c) property held in a qualify- 
ing trust under Section 2503. 

The donor. If 


three years of making a gift under one 


the donor dies within 


of these statutes, the subject matter of 
the gift can be included in his estate for 
tax purposes as having been made in 
contemplation of death. 

If the donor is not also custodian, the 
possibility that the power might be exer- 
cised to the donor’s advantage would 
sufficient to characterize 


not seem him 


as having reserved any rights in the 
property. See Widmark, supra, 95 Trusts 
and Estates 698, 700, and cases there 
cited. See also MacNeill, “Stock Gifts to 


Minors Act—Ten Months Later,” 36 
Trust Bull. 10, 12 (1956). 

The donor who is also custodian, 
however, may run an estate tax risk 


even if he owes no duty of support, as- 


December 1956 


suming that he dies before the child 
becomes twenty-one. In such a case the 
donor may be held to have retained the 
right to designate the person or persons 
who should enjoy the property or had 
the right to terminate the “trust” as- 
pects of the gift. If the donor-custodian 
also has a legal obligation to support 
the child, an estate tax liability might be 
imposed on the theory that the donor 
retained possession or enjoyment of the 
property so given. In each case it would 
appear advisable for the donor-custodian 
to relinquish the right to exercise his 
powers for his own benefit, thus equat- 
ing himself with a parent guardian. 


If custodian dies 


The custodian. A custodian who is not 
the donor will incur no estate tax con- 
sequences unless he owes an obligation 
If the 


todian does owe an obligation of sup- 


of support to the infant. cus- 
port to the infant and dies either before 
the infant or within three years after 
the infant dies or comes of age, estate 
tax liability might be imposed upon 
him. The likelihood is slight, however, 
is not also the donor. 
Widmark, supra, 95 Trusts and Estates 
698, 700. MacNeill, supra, 36 Trust Bull. 
10, 


well have an effective remedy in the 


if the custodian 


12. Here again, the custodian may 


form of renunciation of any power to 


discharge his own obligations out of the 
infant’s funds. 

To sum up, it seems clear that the 
Treasury will take the position that in- 
come from one of these gifts will be 
taxed to the infant as his own personal 
income except to the extent that the in- 
come is used to discharge another’s obli- 
gation of support of that infant. Income 
so used will be treated and taxed as the 
income of the person having the duty 
that has thus been discharged, irrespec- 
tive of whether that person is the donor 
or custodian or a person entirely unre- 
lated to either. 

The breadth of power given to cus- 
todians to utilize the infant’s property 
may possibly make such gifts more vul- 
nerable to future gift and estate tax 
consequences than gifts outright, which 
are subject to the control of a legal 
guardian. Gifts in trust would seem to 
have the same vulnerability as gifts un- 
der one of the statutes. 

The suggested gift and estate tax con- 
but if 
minimized, steps 
should be taken accordingly and possible 
steps have been suggested in this article. 
Such problems as there may be must be 


sequences seem far-fetched they 


can be avoided or 


faced in any form of gift to an infant 
and certainly do not impair the useful- 
ness of the new statutory device for giv- 
ing securities to children. 


Estate and gift tax burdens still vary; 


marital-deduction formula a failure 


b * ppre: rHE enormous complexity of 
the marital deduction was added 
to the estate tax law, it was justified 
on the ground that it would bring to 
common-law states the tax advantages 
which only residents of community 
property states previously enjoyed. Was 
equality ever achieved? The answer is 
no. One keen student of the subject has 
worked out the tax costs where spouses 
own an equal amount of property held 
either in community, divided in vary- 
ing proportions between them, or in 
separate ownership. Additional compu- 


tations show what happens when the 


wife predeceases the husband. This 
study, by Paul E. Anderson, San Fran- 
cisco attorney who is former Special 


/ 


Assistant of the Chief Counsel, Bureau 
of Internal Revenue, can be found in 
the 1956 Michigan Law Review at page 
1087. Mr. Anderson’s conclusions are: 


The marital deduction has fallen 
short of its goal of equalization. On 
the quantitative side, the major disparity 
grows out of the fact that the marital 
deduction is a function of only one 
spouse’s estate, fi.e., is a factor in the 
computation of tax of only the first 
spouse who dies] not of the total estate 
of both spouses (as in the case of com- 
munity-property splitting). And from 
the qualitative viewpoint, we find that 
even more discrepancies exist, brought 
about in part by the ingenuity of estate 
planners. A technical rule of disquali- 
fication, such as the terminable-interest 
rule, is an open invitation for the de- 
sign of plans that fall just outside the 
proscribed limits but within the rule’s 
purpose. 

Because the approach may have been 
unwise does not mean that the policy 
underlying the 


marital deduction is 
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needs 


the marital deduction 
much 
than it received in 1954. 


erroneous. 
formula greater revision 

\s a matter of ultimate social policy, 
it is hard to quarrel with the thesis that 
a man’s estate and his earnings ought 
to be available to his spouse after his 
death without diminution for estate 
taxes. Perhaps this belief is an outgrowth 
and natural product of the community- 
property system itself. A wife shares and 
contributes to the building up of her 
husband’s accumulations equally as 
much in a common-law jurisdiction as 
under community-property rules. And, 
if this is true, it seems unfair to reduce 


the these accumulations to 


amount of 
which she has contributed by way of a 
tax on her husband’s death. For these 
reasons the policy of the marital deduc- 
tion has much to commend it. 

But can such a policy be implemented 
that 


Perhaps. 


will 
One 
method would be to provide a complete 


by a statutory framework 


achieve equalization? 
exemption from estate and gift tax: for 
all interspouse transfers. This is a sug- 
gestion that has been made frequently 
in the past, and its adoption appears to 
be as remote as ever. 

\nother suggestion for improvement 
would be to adopt a series of amend- 
ments to the present marital deduction 
formula. The first of these ought to be 
to get rid of the qualitative restrictions 
on the types of transfer that qualify for 
the other words, the 
rule, 


so much grief and 


deduction. In 


terminable-interest which has 


caused misunder- 
standing, should be eliminated, if 
fact that its 


restrictions can readily be avoided both 


for 


no other reason than the 


in common-law and community-property 
jurisdictions. 
Coupled with this relief must ob- 
viously be a provision designed to catch 
the property in the surviving spouse’s 
the dece- 


dent’s estate. Under the existing rule 


estate if it is deductible in 


which exempts a remainder interest 
from taxation in the life tenant’s estate, 
the is essential 


terminable-interest rule 


in order to prevent wholesale tax 
avoidance. But if the rule is revised, or 
if a condition is attached to the deduc- 
tion that the surviving spouse agree to 
report the value of the remainder in her 
estate, this difficulty would be elimin- 
ated. At any rate, an amendment of the 
rules relating to the taxation of life 
tenants must go hand in hand with any 
the interest 


relaxation of terminable 


rule. 


Turning to the quantitative inequal- 
ities that presently exist under the 
marital-deduction the 
hope for equality lies in the correlation 
of the estate and gift taxes into one 
over-all transfer-tax pattern. In other 
words, gifts by living persons should be 
treated as part of a person’s ultimate 


formula, best 


estate plan, which in many cases they 
really are. A tax would be levied on 
these gifts as a prepayment of the ulti- 
mate estate tax due. 

Basically, an owner of common-law 
property should be permitted to transfer 
one-half of it to his spouse tax-free, 
whether the transfers are during life or 
at death. The available marital deduc- 
tion would be exhausted either by inter 
vivos gifts or by bequests at death. To 
the extent that gifts during life had 
been under the the 
the deduction allowable at 


made deduction, 
amount of 
death 


duced. 


would be correspondingly _ re- 
And, finally, to accomplish complete 
the 


function of 


deduction be a 


the total 


equality, must 


estate of both 
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spouses. The amount of the deduction 
would no longer be one-half of the de- 
cedent’s adjusted gross estate; it would 
be one-half of the total of the decedent’s 
estate plus his spouse’s property. Any 
property owned by his spouse would 
reduce the of the deduction 
dollar for regardless of the 
source from which the property came. 
Only a formula based on the total hold- 
ings of both spouses can approach the 


amount 
dollar, 


philosophy behind the community sys- 
tem. 

Whether or not these suggestions are 
of value and would provide a feasible 
and workable solution to the dilemma 
of equalization will depend upon the 
thought that can 
brought to bear upon them. Perhaps the 
here would 
only serve to complicate even more an 


and criticism be 


changes brought forward 
already-complicated problem. But, on 
the other hand, these suggestions may 
ultimately prove to be an acceptable 
solution to our present difficulties and 
complexities. Only further study and 
criticism can give the answer. ¥ 





New trusts & estates decisions 


Income under new custodian laws can 
be taxable to one obligated to support. 
If securities are transferred to a minor 
under the model custodian act adopted 
by Colorado and other states, income 
the the 
person obligated to support the minor 


from property is taxable to 


to the extent the income is so used. The 


relationship of the donor or of the 


custodian to the donee is immaterial. 


Income not so used is taxable to the 
minor. [See comment, page 348. Ed.| 


Rev. Rul. 56-484. 


Basis of assets of revocable trust is value 
at date of grantor’s death. A 
transferred 


grantor 
stock in trust, reserving a 
life income and the right of revocation 
with the consent of one or both of the 
The that 
all practical purposes there was no com- 
pleted gift; the stock belonged to the 
until 


trustees. court reasoned for 


grantor his death. Accordingly, 
the basis of the stock to the trust for 
purposes of gain on sale was the value 
at date of the grantor’s death. Beckman 
Trust, 26 TC No. 147. 

Decedent trust beneficiary, not 
owner of property; estate taxable on 
distributable income. Although the tax 


was 


implications of the question at issue are 
not clearly stated, it appears that the 
estate took the position that the dece- 
dent that 
when he died the property went to his 
wife that 
the income. 


owned property outright, 


she alone is taxable on 


rhe 
tended that decedent was the beneficiary 


and 
Commissioner con- 
of a trust which owned the property, 
that the income was distributable to the 
estate, that therefore 
owes tax. Apparently, the parties, all re- 


and the estate 
lated, frequently dealt with the prop- 
erty as direct owners. However, the Tax 
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holds 


existence 


Court the trust continued in 
and upholds the Commis- 
sioner. Frothingham Estate, TCM i956- 


4 


Basis 


though donor 


determined under rules, 


gift 


retained some interest. 


Taxpayer was a beneficiary of an ir- 
revocable trust 
1928, 
life interest and the right to change 
the When the 
had not 
The 
ended and distributed its property, the 


of real property made in 


but the grantor had reserved a 


beneficiaries. 
1944, 


beneficiaries. 


named 
died in he 


the 


granto1 
changed trust 


taxpayer receiving an undivided one- 
fifth interest. This interest he sold the 
The 


claimed that the basis of the property 


following year. Commissioner 


was the value at the date of death be- 
cause the grantor retained control until 
then. The that the 
missioner’s argument is applicable to a 
The 1928 


fer was an irrevocable gift, and the rules 


court holds Com- 


revocable trust only. trans- 


as to the basis of gift property apply. 
The basis for computing loss was basis 


December 1956 


in the hands of the grantor at the time 
he made the gift in 1928, even though 
the basis was less than the fair market 
value at that time. Post, 26 TC No. 135. 


Beneficiary of discretionary trust tax- 
able only on income distributed. Tax- 
payer was beneficiary of a trust, the in- 
come of which was payable to her in 
trustee. She was 
taxable, the Tax Court holds, only on 
the amounts actually paid to her. This 
was the amount “distributable.” Owens, 
26 TC No. 7, acq. IRB 1956-37. 


sole discretion of the 


Beneficiary can deduct interest paid for 
trust; he had received corpus. The Com- 
missioner contended that interest accru- 
ing on unpaid taxes of trust, prior to 
liquidation of the trust, were not de- 
ductible by the beneficiary who made 
the payment. The court allows the de- 
duction as an expense incurred in the 
conservation of property. The unpaid 
of trust are a 
lien against the assets distributed. Nor- 
ton, DC LA, 9/28 


taxes and interest the 


56. 








EXCESS PROFITS TAXATION: RECENT DECISIONS 








Tax Court computation of EPT over- 
assessment should ignore postwar re- 
funds. The Tax Court previously de- 
termined taxpayer’s constructive-average 
base-period net income. The parties 
could not agree on the computation of 
the resultant overassessment; specifically, 
they disagreed about whether the post- 
war refund of excess profits tax should 
be deducted in computing taxpayer’s 
payments and newly-determined liabil- 
ity. The Tax Court is authorized to de- 
termine overpayments, though that term 
is not defined in the Code. Reviewing 
the mechanics of the postwar refund, it 
finds that the consistent way to compute 
an overpayment is to ignore the refund. 
Journal Tribune Publishing Co., Rule 
50 Decision, 7/9/56. 

EPT relief case remanded to Tax Court; 
conclusion and facts inconsistent. This 
circuit remands this case the 


court to 


Tax Court for further consideration; 
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the Tax Court had found that lack of 
productive capacity did not limit tax- 
payer’s sales during the base period. 
This court says this conclusion is con- 
trary to its own findings of fact. The 
facts indicated that additional machin- 
ery was not installed during the base 
period because of financial limitations. 
Helms Bakeries, CA-9, 8/14/56. 


Reasonable base-period compensation of 
predecessor partnership determined for 
EPT credit. On remand from the Sixth 
Circuit, the Tax Court now determines 
a maximum of $17,000 as the proper 
in the base- 
period years as reasonable compensa- 


amount to be subtracted 
tion to two partners of taxpayer’s prede- 
cessor partnership. Under EPT, a corpo- 
ration may use a predecessor partner- 
ship’s income as its base period income 
but must subtract from it a reasonable 
salary for partners. This finding raises 
the excess profits credit so as to eliminate 
excess profits tax liability. R & J Furni- 
ture Co., TCM 1956-204. 


Pipeline company granted Section 722 
relief. An oil pipeline company which 
commenced business during the base 
period is granted partial excess profits 
tax relief under Section 722. Its aver- 


age base period net income is held to 
be an inadequate standard which could 
not be completely corrected by use of 
the growth formula. The company is 
permitted to increase its average base 
period net income by $40,000. Rocky 
Mountain Pipe Line Co., 26 TC No. 
140. 


EPT relief because of change in charac- 
ter of business denied. Taxpayer, a 
printing company, claimed relief under 
Section 722(b)(4) because of a change 
in the character of its business during 
the base period. During that period, it 
claimed, there was a change in manage- 
ment and the acquisition of the busi- 
ness of a competitor. The court denies 
relief on the ground that the company 
failed to establish a constructive aver- 
age base period net income sufficient to 
give it a credit in excess of the credit to 
which it entitled under the _ in- 
vested capital method. Hall Lithograph- 
ing Co., 26 TC No. 144. 


was 


New installations in paper mill grounds 
for EPT relief. Taxpayer, a corporation 
operating a paper mill, installed a new 
filtration plant and cone-type 
cookers during its base period. Because 
the changes directly resulted in a sub- 
stantially higher level of normal earn- 


new 


ings, the average base period net income 
is held to be an inadequate standard 
and a constructive base-period 
come is determined under 

722(b)(4). Bergstrom Paper Co., 
No. 146. 


net in- 
Section 


26 TC 


Change in character of business basis 
for EPT relief. As a manufacturer of 
poultry and 


livestock feed, 


made several changes in the character 


taxpay er 


of its business both during and imme- 
diately prior to the base period. It is 
now granted Section 722 relief. It 
established that if the changes in char- 
acter had been made two years earlier it 
would have had at the end of the base 
period an earning level considerably in 
excess of its actual level. Nutrena Mills, 
Inc. 26 TC No. 141. 


Normal base period earnings deter- 
mined. Taxpayer, a canning corpora- 
tion, claimed a constructive average base 
period net income under Section 722 of 
$58,000. It is allowed $18,000 as “normal 
earnings” in lieu of the $10,000 de- 
termined by the Commissioner of In- 
ternal Revenue. Hanover Canning Co., 
26 TC No. 142. 
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NAM disputes Butters: says high tax rates 


cause shortage of venture capital 


Wes J. Kietn Butters presented 
"his opinion that high tax rates do 
not cause a shortage of venture capital 
to the Joint Committee on the Eco- 
nomic Report in December, he was bas- 
ing his conclusion on a study made by 
him several years ago* which has since 
been widely regarded as the definitive 
work in this field. Mr. Butters is Asso- 
ciate Professor of Business Administra- 
tion at the Harvard Graduate School of 
Business Administration. 

The National of Manu- 
facturers has issued an analysis of Mr. 


Association 


Butter’s views, and of the study on 


which his recent statement was made. 


Chey find reasons why present tax rates 
may in fact be drastically inhibiting ven- 
ture capital. 

“Careful the Harvard 
Butters] study,” says the NAM, “has 


analysis of 


turned up five major defects in the re- 
port. These defects are so serious that 
those who are convinced that tax rates 
have created a venture-capital shortage 
should find, in the Butters paper, no rea- 
son for altering their belief. 

“One of the principal points made in 
the Harvard study is that the investment 
capacity of upper-income persons is still 
very large, notwithstanding the extreme- 
ly high income-tax rates of recent years. 

“However, in reaching this conclu- 
sion, it incorrectly classifies capital gains 
as investment capacity. Also, it depends 
on a badly biased sample survey. While 
the paper states that accumulation of 
investable funds ‘has been consistently 
large,’ it has failed to study business 
needs, and thus is unable to make the 
expression ‘large’ a meaningful or use- 
ful term.” 

Following are the five major criticisms 
the NAM analysis made of the Harvard 
study: 

1. The study throughout 
that capital gains represent a form of in- 


assumes 


come which is available for new invest- 
ment in business. 

An individual may use a capital gain 
to invest in a But some 
other individual was deprived of an 
equal amount of investment capacity in 
order to create this capital gain. 

Hypothetically, consider the sale, by 
A, of a block of stock for $150,000 — 
which he originally had purchased for 
$100,000. It is bought by B with $150,000 
he had accumulated by saving out of or- 


new venture. 


dinary income. 

The question is whether the $50,000 
capital gain which A realizes represents 
a net increase in the funds potentially 
available for supplying new capital to 
business. 

The answer is obvious. The capital 
gain does not represent such a net in- 
crease in new capital funds. In fact, 
there is some decrease in the amount of 
investable funds, since A must pay a 
tax on his capital gain. The $150,000 
which B had accumulated out of ordi- 
nary income is now in the hands of A, 
but it did not increase in amount 
through the transfer. The $150,000 — 
less whatever amount A must set aside to 
pay the capital-gains tax — is available 
for new investment, but its origin is not 
in the capital gain, but in the process of 
saving out of ordinary income, by B. 

2. The sample survey of “active in- 
vestors” is seriously biased in the direc- 
tion of showing upper-bracket individ- 
uals too favorable toward venturesome 
investments. 

The 
with 746 selected persons. The smallness 
of the sample would not have been a 
serious defect had it been chosen so as 
to be a representative cross-section of 


survey was based on interviews 


the general population, or at least of 
upper-income persons whose capacity 
and willingness to invest are strategic 
for the supply of venture capital. But 
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those interviewed were chosen from lists 
of people who maintained contacts with 
investment bankers and brokers. 

In other words, an individual could 
not have been included in the sample 
unless he had shown sufficient capacity 
and willingness to invest to be consid- 
ered a worth-while prospect for securi- 
ties. Since the capacity and attitudes of 
individuals are the very question at is- 
sue, this cannot help but introduce a 
serious bias into the results. If an indi- 
vidual were so seriously affected by 
taxation as to destroy his ability or will- 
ingness to invest, his experience automa- 
tically was excluded from the sample. 

3. The study does not include any 
investigation of business needs for capi- 
tal which could be used as a criterion in 
judging the seriousness of tax effects on 
the supply of venture capital. 

The seriousness of tax effects on the 
supply of capital cannot be judged in 
the absence of information on the need 
for capital. The only significant ques- 
tion is whether investment capacity is 
great enough to meet the needs of busi- 
ness, and the Harvard study is unable 
to answer this question. 

4. Information collected on individ- 
ual attitudes toward equity investments 
fails to take account of the fact that the 
effects of taxation, in creating a venture- 
capital shortage, have been discounted 

A venture capital shortage originates 
in the inability or unwillingness of in- 
but it 
itself in the inability of business firms 


dividuals to invest — manifests 
to sell their issues on terms they can 
consider acceptable. 

There are always firms willing to issue 
market 
must be 
priced attractively. An individual might 


securities even under adverse 


conditions; securities which 
very well report a favorable attitude to- 
ward these particular new issues. His 
attitude 
very real shortage of capital. 

5. The 
of individuals are assumed in the study 


does not alter the fact of a 


basic investment objectives 
to be inherent and unaffected by taxes. 
The result is to conceal any effects taxa- 
tion may have in changing investment 
objectives. 

The Harvard study divided the in- 
vestors interviewed into five groups, ac- 
cording to their investment objectives, 
as: capital preservation; security and in- 
come; income; income and capital ap- 
preciation; and capital appreciation. 
*Effects of Taxation: Investments by Individ- 
uals, by J. Keith Butters, Lawrence E. Thomp- 


son and Lynn L. Bollinger, Harvard Business 
School, Boston, 1953. $6.25. 
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NEW DEVELOPMENTS IN 


Fraud 





December 1956 


oe 2 


negligence 


EDITED BY HARRY GRAHAM BALTER, LL.B. 


Knowing agent’s methods, immunity rules, 


helps protect client being investigated 


ik Is that the 
taxpayer and his adviser ascertain at 
the very beginning who is making the 
investigation on behalf of the Internal 


EXTREMELY IMPORTANT 


Revenue Service. There may be a great 
practical difference as to whether it is a 
revenue agent, or a Special Agent of the 
Intelligence Division, or whether it is 
a joint investigation by both. 

It is also very important to determine 
whether the revenue agent is connected 
with the collection or audit division in 
the district director’s office or is part of 
a separate unit in the director’s office 
denominated “Fraud Squad,” “Racket 
Squad,” etc. These special squads deal- 
ing with fraud cases have from time to 
time been set up in the director's office 
in the large cities. At the moment it 
would seem that they have been discon- 
tinued, but they may come to life again 
at any time. 

Normally, the revenue agent (assuming 
he is not connected with a unit special- 
izing in fraud cases) is not primarily 
looking for a fraud situation. He may, 
however, stumble on to it, and if he 
considers it serious he will make a re- 
quest through his group chief that a 
special agent of the intelligence di- 
vision, also at the district director’s level, 
take over the case. 

Many times, of course, the special 
agent will initiate the investigation be- 
cause of leads of many sorts which con- 
stantly pour into the Internal Revenue 
Service. Once the Special Agent is in 
the case he is in charge, and the func- 
tion of the revenue agent if he stays on 
the case is to determine whether there 
is a tax deficiency and if so, to what ex- 
tent. 


What is the special agent looking for? 
The sole function of the special agent 


is to evaluate the facts from the point 
of view of whether or not he ought to 


recommend that the taxpayer be pro- 
ceeded criminally. 
schooled as he is in looking for evidence 


against Therefore, 
of criminal tax evasion, he must find 
substantial evidence to support a find- 
ing that there is a deficiency in tax and 
that there is proof of wilfulness. 

As to the deficiency he may either 
seek evidence supporting proof of unre- 
ported income as to specific items or, 
failing to find such direct proof, he may 
seek indirect proof that there was un- 
reported income even though he can- 
not link the proof to specific items. In 
the latter connection he, of course, re- 
sorts to indirect proof by way of net- 
worth increase, bank deposits, and cash 
expenditures, or any combination of 
these methods. Once having determined 
that there is proof of a deficiency, par- 
ticularly if in a substantial amount, the 
special agent may slough off proof of 
wilfulness, working on the practical as- 
sumption that wilfulness will be inferred 
from the disclose items of 
if he finds 
evidence of concealment, misrepresenta- 


failure to 


taxable income. Of course, 


tion, double sets of books, destruction 
of records, and other usual “badges of 
fraud” he will conclude that the omis- 
sion of income must have been wilful. 

The special agent is the one who 
makes the only recommendation as to 
penalties, whether they be civil or crim- 
inal. 


Where do agents find evidence? 

Normally there are four avenues open 
for locating proof of undisclosed income 
and the Treasury agents often develop 
proof in reverse order: 

1. The original books and records of 
the taxpayer. 

2. Admissions and confessions of the 
taxpayer, oral or written. 

3. Secondary proof of the contents of 
the taxpayer’s own books and records. 


4. Evidence, oral or written, from 
third persons who have dealt with the 
taxpayer. 

Especially investigating 
agents must resort to indirect proof of 


where the 


undisclosed income do they bear down 
heavily on evidence from third persons 
who can testify as to income-producing 
transactions with the taxpayer reflecting 
bank deposits, purchases, expenditures, 
etc. 

The Secretary of the Treasury through 
his agents, called “delegates,” is given 
the broadest powers to examine third 
persons and their books and records for 
the purpose of determining the correct 
tax liability of the taxpayer under inves- 
tigation (1954 IRC Section 7602). 

Internal revenue agents and special 
agents of the Intelligence Division may 
issue “summons” to third persons to 
appear before them for this purpose 
(1954 IRC Sections 7602(2) and 7603). 

If the third person refuses or neglects 
to obey this “summons,” the internal 
revenue agent or the Special Agent may 
United States district 
court its order to punish for contempt 
(1954 IRC Sections 7604(a) and 7402(a)). 

The 1954 Revenue Act consolidated 
and clarified substantially identical pro- 
visions which had appeared in the 1939 


obtain from the 


Revenue Code. 


Third persons have no privilege 

It is important to remember that a 
third information 
and records are sought respecting a tax- 


person from whom 
payer under investigation has no con- 
stitutional privileges to refuse to supply 
the information, as may be the case of 
the individual taxpayer himself. 

Before the normal statute of limita- 
tions has run, barring assessments of de- 
ficiencies against the taxpayer under in- 
vestigation, there is no limitation on 
the power of the Commissioner’s agents 
to interrogate third persons other than 
that the investigation must be reason- 
able and relevant and not constitute an 
unfounded “fishing expedition.” 

After the normal statute of limitations 
for assessment and collection has lapsed, 
the right of the Commissioner’s agent 
to examine a third person and his books 
and records reasonable 
showing that a fraudulent return was 
filed by the taxpayer. 

The conditions of examination as to 


is based on a 


time, place, persons present, and extent 
of intended examination must all be 
reasonable; and the United States dis- 


trict court will not issue its order for 
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contempt unless it is satisfied that the 
conditions of the intended examination 
are reasonable. 


Secondary proof 

Where the taxpayer’s own books and 
records are not made available, second- 
ary proof of their contents may be re- 
sorted to by the Commissioner’s agents. 

If the government agent is able to 
take a good look at the contents of the 
taxpayer's books before the taxpayer 
decides to withdraw them from inspec- 
tion, the agent may testify from recol- 
lection as to their contents. 

Former employees of the taxpayer, 
such as bookkeepers, auditors, office man- 
agers, etc., may testify from personal 
knowledge as to the contents of the tax- 
payer’s books and records. 

\s a practical matter, the availability 
of secondary proof gives the government 
a strong strategic weapon in the subse- 
quent trial of an evasion case. The offer- 
ing of such secondary evidence, which 
may not be very convincing standing 
alone, may result in “smoking out” the 
original books and records in the tax- 
payer's effort to contradict or explain 
away the government’s evidence as to 


the contents. 


Taxpayer's own books and records 

We have seen in our discussion so far 
that by access to the records of third 
persons and by seeking secondary proof 
of the taxpayer’s books and_ records, 
lreasury agents are in a position to do 
a great deal of their investigating before 
they even attempt to contact the tax- 
payer. This course of action may be re- 
sorted to by them for several reasons: 

1. To supply some factual basis for 
weighing the taxpayer’s truthfulness 
when he is ultimately questioned by the 
investigator. 

2. To fortify themselves with proof 
in the event the taxpayer has altered, 
mutilated, or destroyed his records. 

3. ‘To obtain proof of the corpus de- 
licti independent of the taxpayer's ad- 
missions. 

!. To induce the taxpayer to talk and 
produce his records “voluntarily.” 

While the Fourth Amendment pro- 
hibiting unreasonable searches and seiz- 
ures does apply to corporations, the 
Fifth Amendment against self-incrimina- 
tion does not apply to the corporate 
taxpayer. ‘ 

Nor does the Fifth Amendment apply 
to the officers of the corporation as to 
the corporate records, even if these rec- 


ords would incriminate the officer indi- 
vidually. 

As to the individual taxpayer it is 
usually assumed that the Fourth Amend- 
ment protects him from unreasonable 
searches and seizures of his books and 
records and that the Fifth Amendment 
gives him the right to refuse to talk to 
the Treasury agents and to refuse to 
make his books and records available to 
them for inspection. Whether the in- 
dividual 
Fifth their 
historic vitality in the light of the de- 


taxpayer’s rights under the 
Amendment have retained 
cision of the Supreme Court of the 
United States in the case of Shapiro v. 
United States is a matter of serious con- 
cern. 

To date the Department of Justice 
has not made any serious attempt to 
lean on the implicit holding of the 
Shapiro case that the self-incrimination 
privilege may not extend to the individ- 
ual taxpayer, vis-a-vis, his own books 
and records on the basis that they are 
records required to be kept by virtue 
of the provisions of the Internal Rev- 
enue Code. Some day, however, the 
Supreme Court may be asked, squarely 
to decide that question. 

These constitutional privileges are 
personal and must be asserted by the 
taxpayer himself. Unless he does so, 
they are waived. Neither his attorney, 
his accountant, nor his associates can 
assert these privileges in his stead. 

These constitutional privileges must 
be asserted or they are waived. Consti- 
tutional privileges are not self-execu- 
tory. They must be afhrmatively asserted 
by the taxpayer at the very start of the 
investigation and he must continuously 
fight to establish them throughout the 
proceedings. As one judge has well put 
it: “The privilege against self-incrim- 
ination is neither accorded to the pas- 
sive resistant nor the person who is ig- 
norant of his right, nor one indifferent 


thereto. It is a fighting clause.” 


Unconscious waiver can be disastrous 
If, during the investigation, either be- 
cause of ignorance of his rights, or be- 
cause of a desire to cooperate fully or 
as a result of the persuasiveness of the 
investigator, short of fraudulent mis- 
representation or deceit, the taxpayer, 
with or without advice of counsel, an- 
swers questions or turns over his books 
and records for inspection, he has 
waived his immunities by not asserting 
them. He cannot later say that he mis- 
understood or was ill-advised or was not 
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advised at all. He cannot ever call back 
what has already been divulged by him. 

It is on this rack of waiver that most 
taxpayers later claim that they mistaken- 
ly, or without adequate understanding 
of the purpose of the investigator's 
activities, were broken. There is an in- 
court decisions 
where taxpayers have attempted to keep 
the government from using damaging 
evidence obtained from them by rev- 
enue agents or special agents during the 
investigation. The government claims 


creasing number of 


that the records were turned over “vol- 
untarily”; the taxpayer claims that they 
were turned over to the agents on the 
assumption that only a civil liability was 
involved and that no criminal case was 
being made. While a few district court 
decisions have held for the taxpayer, 
the overwhelming majority of decisions 
of the appellate courts have held with 
the government on this score. 

Part and parcel of the problem of 
whether under a particular set of facts 
a taxpayer has knowingly waived his 
constitutional privilege to refuse to turn 
over his books and records to the inves- 
tigating agents is the question of wheth- 
er or not there is a duty on the part 
of the investigator to warn the taxpayer 
of his constitutional rights or of the fact 
that if he 
justify such a recommendation he may 


finds sufficient evidence to 


recommend criminal action. The other 
side of the coin as to whether a knowing 
waiver of the taxpayer's constitutional 
rights has taken place is whether or not 
there is a duty on the part of the in- 
vestigator to warn the taxpayer that he 
has the constitutional right not to talk 
or to turn over his books and records. 
Tied in with this duty to warn would 
be the related and implicit duty of the 
agent to advise the taxpayer that he is 
seeking evidence upon which to base a 
for criminal action. 
The majority judicial rule seems to be 


recommendation 


that as long as the revenue agent or 
special agent does not actually misrepre- 
sent his position he need not tell the 
taxpayer that there is a possibility that 
the agent may recommend criminal ac- 
tion. The fact that the taxpayer may be 
assuming that civil liability is all that is 
the investigation would, 
therefore, be immaterial. 

The however, cannot 
actively misrepresent or coerce a tax- 
payer. If he does, then the voluntari- 
ness of the taxpayer’s waiver may be 
seriously questioned. 

If the taxpayer stands on his constitu- 


involved in 


investigator, 
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tional rights, he must refuse to comply 
with legal process if issued. Protection 
is not obtained by complying with legal 
process. 

There are many statutes which pro- 
vide that if a person produces books 
and records to investigating agents in 
response to a summons or a subpoena 
or legal process in exchange for the 
information thus obtained under proc- 
ess, which on constitutional grounds as 
we have seen he could otherwise have 
withheld, the person so producing rec- 
ords is granted immunity from prosecu- 
tion on criminal charges directly related 
to the transactions reflected in his books 
and records. But in the absence of such 
a statute, it has been held that immun- 
ity from prosecution rests solely on the 
Fourth Fifth 
to the rule of waiver. 


and Amendments subject 

It may, therefore, come as a surprise 
that this is exactly the situation which 
often arises during a tax investigation. 
The investigating agent, either as a bluff 
or seriously, may serve the taxpayer with 
legal process which could either be a 
“summons” to appear before him or a 
grand jury subpoena for the production 
of books and records. If the taxpayer 
succumbs to this ruse and complies with 
the legal process, even though accompa- 
nied by vehement protest, the taxpayer 
has thereby waived his constitutional 
rights. 

If the taxpayer is to stand on his con- 
stitutional rights, he must refuse to com- 
ply with the process and refuse to sur- 
render his books and records. The Treas- 
ury agent will then be placed in a 
position where he must either drop the 
attempt to commandeer the taxpayer’s 
books and records or else cite the tax- 
payer for contempt. If the taxpayer 
stands pat and is cited for contempt, 
the district court will take evidence, in- 
cluding the 
decide for 


testimony from taxpayer 
itself 


if the taxpayer is ordered to 


himself, and _ will 
whether, 
produce his books and records, such 
action would incriminate the taxpayer. 

The substitute his 
judgment on that issue for the judg- 
ment of the court. If 
that the incriminate 


himself by complying with the process, 


taxpayer cannot 


the court holds 
taxpayer would 
the books and records will not be ob- 
tained by the investigators, and for all 
practical purposes the danger of a crim- 
inal prosecution would be ended. If, on 
the contrary, the court holds that no 
incrimination will result from surrend- 
ering the books and records, the tax- 
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payer either will have to comply, leav- 
ing the’ question of immunity to be 
raised later and to be decided by the 
court in the subsequent trial if criminal 
charges are brought, or the taxpayer 
will have to take the consequence of 
being punished for contempt. 

It is well to keep in mind the rigors 
of the rules of law which seem to gov- 
ern a situation where the taxpayer in 
compliance with legal process surren- 
ders his books and records; however, in 
practice, except in the relatively rare 
instances where a particular agent over- 
reaches in his zeal, if a subpoena or sum- 
mons is issued to the individual taxpayer 
by a special agent or an internal rev- 
enue agent, it is a fairly clear sign that 
criminal action is not contemplated and 
that the books and records are being 
sought solely as a basis for arriving at 
the correct tax liability. But in what 
manner the taxpayer can assure himself 
of this being true before he turns over 
his books and records in response to 
the summons or subpoena is a question 
to which a satisfactory answer, applic- 
able to every part of the country, can 
hardly be given. 

Two other strategic moves to which 
the investigating agents may resort are 
(1) filing a Commissioner’s return for 
the taxpayer under the provision of the 
1954 Internal Revenue Code, Section 
6020(b), and/or (2) processing a jeop- 
ardy assessment. Either one of these 
moves would harass the taxpayer to the 
point where he may be forced to show 
his hand, even though theoretically he 
would have a constitutional right to re- 
fuse to do so. 


Privileged communications 


During the lapse of time between the 
start of the tax investigation by Treas- 
ury agents and the trial of the taxpayer 
on evasion charges, if any are brought, 
many conversations 
may have taken place between the tax- 


conferences and 
payer and his attorney, between the tax- 
per between the 
taxpayer and the Treasury agents, and 
between the attorney and the accoun- 
tant. The likelihood of such confer- 
ences and conversations taking place 


and his accountant, 


raises many difficult problems of strategy 
and legal effect. 

1. Communications between taxpay- 
er and his attorney are privileged: limi- 
tations and shadow cast by decision Fal- 
sone v. United States, 205 F.2d 734 (5th 
Cir.) cert. den. It is, of course, a funda- 
mental principle of our Anglo-American 


system of jurisprudence to encourage 
freedom of consultation between attor- 
uey and client; that which a client dis- 
closes to his attorney on the subject in 
issue, not in the presence of third per- 
sons other than those whose presence is 
indispensable, may not be revealed by 
the attorney if subpoenaed as a witness 
in subsequent litigation involving the 
matters communicated to him without 
his client’s consent. Where the client is 
on trial on criminal charges, since the 
client’s books and records in his posses- 
sion could not be ordered produced at 
the trial, neither may the prosecution 
order the attorney to produce any books, 
records, or documents left in his custody 
by the client nor may the client be de- 
prived of his privilege because the attor- 
ney either voluntarily or by inadver- 
tence discloses the confidential commun- 
ication to a third party not present at 
the time the communication was made 
by the client to his attorney. 

But the privilege is a personal one 
and may be waived by the client. One 
of the surest ways of losing the privilege 
is for a third person, not the attorney's 
clerk or secretary, to be present when 
the communication takes place between 
client and attorney; this would destroy 
the privilege. 

Having stated these broad principles, 
we should now concern ourselves with 
limitations which have been developed 
by the courts in the past few years. 

The attorney has no right flatly to re- 
fuse to obey the special agent’s “sum- 
mons.” He must show up and then 
stand on his privilege as to specific ques- 
tions which affect the attorney: -lient re- 
lationship. While this qualification may 
be sound in law, it is questionable in 
practice because it would seem to indi- 
cate another way of “needling” the at- 
torney who is representing a taxpayer 
in a fraud investigation. 

If the attorney has simply acted as an 
agent for the taxpayer as, for example, 
where he has submitted a payment to 
Treasury agents in behalf of his client 
in an attempt to settle the case, he can- 
not refuse to testify about his transac- 
tion since an item of this sort is 
clothed with the attorney-client privi- 
lege status. Nor is there a privilege as 
to testimony by the attorney as to mon- 
ies handled by him on behalf of his 
client or as to property purchased by 
him for the client. Nor does the privi- 
lege extend to mere evidence of the 
attorney having acted as depositary of 
title or as having received money from 
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the taxpayer with which he bought real 
estate for the taxpayer. 

If the attorney has the client’s rec- 
ords in his possession but did not get 
rather from 
the government or from the client’s ac- 


them from the client but 
countant, the attorney-client privilege 
is watered down to the point where the 
attorney may be ordered to give up the 
client’s records under conditions. 

And, of course, if the attorney with 
full authority from the taxpayer hands 
over the worksheets, records, etc., of the 
taxpayer to the investigators in the hope 
that this will explain away proposed 
deficiencies and avoid criminal charges, 
whatever privilege there was in the be- 
ginning has been waived. 

Casting a shadow over the basic doc- 
trine of attorney-client privilege is the 
obiter in the Falsone case to the effect 
that in any event the attorney cannot 
refuse to turn over to the government’s 
agents the client’s books, records, etc., 
in his possession because the client him- 
self 
reason that under the Internal Revenue 
Code and Regulations the client was 
compelled to keep these records. Falsone 


could not refuse to do so, for the 


only reflected the shadow of Shapiro 
over the entire attorney-client privilege 
and, while certiorari was denied in Fal- 
one, the government has not in prac- 
tice pushed the doctrine of Falsone and 
Shapiro to its logical ultimate. 

2. Communications between the tax- 


payer and his accountant are not ac- 


corded privileged status in federal tax 
proceedings, whether at the administra- 


tive level or the judicial level. This is 
true even in Colorado where a state 
statute establishes an accountant-client 


privilege. There is sound argument for 
that the attorney-client 
privilege ought to be extended to the 
But in 
Falsone and 
cases following it, the likelihood of any 


the position 


accountant-client relationship. 


view of the doctrine of 
change in the federal rule is remote. 
Che lack of privilege for communica- 
tions between the client and his accoun- 
tant has an enormously practical aspect 
since the accountant, being subject to 
conversations with his 


divulging oral 


client as well as the contents of the 
client’s books and records, is one of the 
most damaging witnesses against his own 
client whom the government is able to 
find in a tax-evasion investigation. The 
cases are legion where the accountant, 
1 an honest but often misguided effort 


to settle a tax controversy on a basis 


i 


other than criminal charges, has nailed 





down the coffin in which his client is 
later buried by being forced to divulge 
incriminating evidence against his client. 

A practical may 
thwart the effect of lack of accountant- 
client privilege has been to have the 
attorney for the client hire the accoun- 


technique which 


tant as the former’s agent or employee 
ratlfer than to permit the client to hire 
the accountant. There is still a serious 
doubt as a matter of law whether this 
arrangement can bring to life a privi- 
lege status for the communications be- 
tween the client and the accountant act- 
ing through the lawyer, and it is equally 
difficult to state whether there is a uni- 
form practice in the Internal Revenue 
Service nationally toward recognizing a 
privileged status under this arrange- 
ment. 

As the hybrid profession of accoun- 
tant-lawyer continues to develop, we 
have an additional problem in the field 
of privileged communications: What is 
the status of such communication be- 
tween the client and his adviser who is 
both an accountant and a lawyer? 

The basic rule would seem to be that 
the privileged status of the lawyer will 
not be superimposed on the relation be- 
tween the client and his adviser who is 
both lawyer and accountant merely be- 
cause of that fact; rather the test will be 
whether the adviser was employed pri- 
marily for accounting work with legal 
advice being only secondary, or whether 
the situation was the other way around. 
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At the administrative level, the situation 
would seem to be in flux, with no es- 
tablished national policy. * 


Fraud cases reached new 
high during fiscal 1956 


CoMMISSIONER Russell C. Harrington re- 
cently reported that the Internal Rev- 
enue Service’s stepped-up drive against 
evaders established 
the 1956 fiscal year, 
the number of cases investigated, the 


would-be tax new 


records. During 
number of cases in which prosecution 
was recommended, and the convictions 
obtained in cases reaching the Federal 
Courts soared to all-time highs. 
Activities of the Intelligence Division 
resulted in 1,955 cases being forwarded 
to the Justice, with 
for prosecution. Of 
cases involved wager- 


Department of 
recommendations 
this number, 762 
ing tax violations. During the 1955 fiscal 
period, 1,774 cases were forwarded to the 


; Department of Justice. 


In cases reaching the Federal Courts 
during the 1956 fiscal period, 1,372 de- 
fendants pleaded guilty or no defense, 
and 200 were convicted after trial. In 
1955 fiscal, 1,210 defendants had pleaded 


guilty, and 129 were convicted after 
trial. 
Commissioner Harrington said the 


Revenue Service would continue relent- 
lessly its campaign against taxpayers who 
attempt to cheat on their obligations. * 


Is officer criminally liable 


for false corporate return? 


Se EXTENT of a corporate officer’s 
criminal liability for a false corpo- 
rate return has just been defined by the 
Third Circuit in the Pechentk case [see 
page 359, Ed.] In the trial court a jury 
had found the president of a corpora- 
tion guilty of willfully attempting to 
evade the corporation’s tax. Upon re- 
view, the Third Circuit reversed on the 
ground that the evidence did not sup- 
port the verdict. In so doing, it pointed 
out what evidence was required and also 
indicated its concept of the exec utive’s 
responsibility. 

This area of possible criminal or civil 
fraud in dealings between 
officers and the corporation is highly 


rf orporate 


important and very difficult. The editor 


that the needs further 


discussion, and any comment or article 


feels subject 
which any knowledgeable practitioner 
might care to submit will certainly be 
welcomed. 

Concerning the Pechenik case, here’s 
what the court had to say. 

“We are of the opinion that the evi- 
dence does not support the verdict, and 
that the defendant must be acquitted. 

“The defendant was charged with 
wilfully and knowingly attempting to 
evade and defeat a large part of the 
taxes due and owing by the Colonial 
Products Company, a corporation of 
which he was president, for its fiscal 
years ending July 31, 1948, 1949, and... 
1950. The substance of the evidence, 
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nares 


tax-wise, is that the income of the corpo- 
ration for each taxable year was under- 
taxable 


stated in its returns for the 


years involved through the device ol 
treating capital expenditures as operat- 
ing expenses .... 

“The defendant does not contend that 
the corporation’s accounts and its tax 
returns were correct. He does contend 
that there did not exist on his part a 
willful and knowing attempt to evade 
taxes due, and that the Government did 
not succeed in adducing evidence of this 
statutory requirement, or evidence from 
which its presence could be inferred. 

“The corporation, which was on the 
accrual basis, maintained a double-entry 
system of bookkeeping in which all of 
its business transactions were recorded. 
The books were kept consistently since 
.. Kehr 


either made the entries or caused them 


September, 1946, by one Kehr . 


to be made. He determined how the var- 
ious expenditures should be entered on 
the books, and in general followed the 
same system throughout. The same cer- 
tified public accountant, one Goldberg, 
1940 or 1941, quarterly 
audited the corporation’s books and an- 


since about 
nually prepared its income tax returns 
including those involved in this case. 
He did not, however, examine invoices, 
albeit a substantial amount of expendi- 
tures appeared unexplained in the “Pur- 
chases Sundry” column of the purchase 
journal. Apparently the accountant did 
not regard it to be within his duties to 
go behind the ledgers, and there is a 
dispute in the evidence as to whether 
his original employment was with the 
understanding that he would make only 
a “limited audit.”’ 

“When, in 1951, the Internal Revenue 
Service investigated the corporation’s re- 
turns, the defendant instructed the ac- 
countant to make available all of the 
corporation’s records. When it became 
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evident that there were errors, he en- 
gaged other accountants and had the 
corporation’s income taxes recomputed 
by them. The defendant at all times co- 
operated, both during the investigation 
and the trial of the case, with the var- 
ious Governmental agents. 

“The gravamen of the offense created 
by Section 145(b) is the willful attempt 
to evade or defeat the tax. ... And in 
Spies v. United States, 317 U.S. 492, 499 
(1943) that Court indicated in a general 
way various forms of deceitful practices, 
such as dual sets of books, false entries 
or alterations, destruction of books and 
records, concealment of assets or income, 
and the like, which bespeak the neces- 
sary evil intent. The conscious purpose 
to defraud proscribed by the statute does 
not include negligence, carelessness, mis- 
understanding or unintentional under- 
statement of income. Despite the 
efforts of the Government, the record 
fails to reveal probative evidence link- 
ing the defendant with the erroneous 
books and tax returns in any manner 
which should result in his conviction of 
the offense charged. 

“The defendant, notwithstanding the 
business experience attributed to him, 
left the books, bookkeeping and prepara- 
tion of tax returns to the bookkeeper 
and the accountant. There is a dispute 
on the record between the bookkeeper 
and the accountant as to whether the 
accountant showed the bookkeeper how 
to go about his job. There is no evi- 
dence that the defendant interfered with 
either of them or with the books. On 
the contrary, the invoices and payments 
were taken care of by the bookkeeper in 
the ordinary course of business and he 
made the decisions as to classification of 
expenditures according to his own best 
judgment. The bookkeeper testified that 
the defendant did not give him direc- 
tions to charge an expense to one item 
of account rather than to another. The 
accountant prepared the corporation’s 
tax returns from the books of the cor- 
poration, and defendant caused them 
to be filed. He did not attribute the 
errors to the defendant or to any direc- 
tions or information given by the defen- 
dant. His explanation was that he did 
not examine the invoices, but these were 
available. Nothing was concealed. No 
information was refused. 

“It is not suggested that either the 
bookkeeper or the accountant was a par- 
ticipant in the crime charged. It is sug- 
gested by the Government that it is in- 
credible that the defendant did not 





know all along that capital expenditures 
were improperly treated; hence he knew 
the corporation’s tax returns were false. 
This suggestion, however, does not arise 
from the evidence, but rather from un- 
willingness to believe that the evidence 
is true. Certainly the jury could accept 
or reject the testimony which exoner- 
ated the defendant of evil intent. But 
disbelief does not supply proof that the 
defendant participated in, directed or 
knew the books were kept incorrectly. 

. The Government places heavy re- 
liance upon the claim that at one time 
the defendant told a bank official visit- 
ing the premises in connection with a 
contemplated loan that the cost of a 
warehouse had been charged off as an 
expense. The defendant testified he re- 
lied upon a statement made to him by 
the accountant. It is indeed incredible 
that such a completely frank statement 
of an erroneous procedure should be 
made to one interested in the good faith 
of those administering the corporate af- 
fairs if bad faith was the motive of the 
event, 
statement nor anything in evidence per- 
that 
knew substantially all of the corporate 


defendant. In any neither the 


mits the conclusions defendant 
capital expenditures were charged off as 
operating costs and that the defendant 
understood the procedures employed by 
the bookkeeper and accountant were in- 
adequate and erroneous. 


Conclusion 


“We are left with the firm conviction 
that what the Government established 
here is a case of mistake and such mis- 
take, standing alone, is not sufficient to 
sustain a conviction. .. . 

“Here the direct 
establish a 


evidence does not 
willfulness, knowledge of 
falseness and intent to evade taxes on 
the part of the defendant. Moreover, 
nowhere does the evidence disclose the 
positive type of conduct on the part of 
the defendant indicated by the Supreme 
Court in Spies v. United States, supra, 
as necessary to the felony specified by 
Section 145(b). Speculation and intui- 
tion cannot be substituted for proof. 
That is so even on the civil side in tax 
cases where the burden of proof upon 
the Government is less than that which 
prevails in criminal tax cases. Moreover, 
this court and others have already made 
it clear that reliance upon the conduct 
of employees in good faith, is not a 
punishable event. .. .” 

and cause re- 
manded.” w 


“Sentence reversed 
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Certiorari granted in 
3 famous tax fraud cases 


Tue U. S. SupREME Court has agreed to 
hear appeals of conviction for fraud for 
evasion of income tax of Henry W. 
Grunewald, Daniel A. Bolich, and Max 
Halperin. All three defendants achieved 
considerable noteriety during and prior 
to their trials. 

described as a 
“five percenter,” or peddler of influence 
in government circles; Bolich is a for- 
Assistant Commissioner of Internal 


Grunewald has been 


mer 
Revenue, and Halperin is a New York 
attorney. 

Each was sentenced to five years, and 
fined $15,000, $10,000, and $8,000 re- 
spectively. 

\t the time of the Grunewald circuit 
court decision, we reported [5 JTAX 
161] that the dissenting judge said that 
there trial because 
of an error in the judge’s charge con- 


“should be a new 


cerning the statute of limitations. The 
statute as to conspiracy is three years 
and as to prosecution for tax evasion, 
six years. The judge charged that the 
conspiracy ended more than three years 
prior to the indictment unless an inte- 
gral part of the conspiracy was an agree- 
ment to conceal the acts of the conspira- 
tors. But such a charge could suspend 
the statute of limitations in conspiracy 
cases indefinitely by an act of conceal- 
ment at any time if the jury found 
that the mere exisence of a conspiracy 
implies an agreement to conceal it. If 
the judge had charged properly, the jury 
might have inferred that the acts of 
concealment were done, at least in part, 
to prevent prosecution for tax evasion. 
Such acts would have fallen under the 
six-year statute.” 

What the Supreme Court does in 
matter 
interest to the nation as well as to tax 


these cases will be a of great 


practitioners. 





NEW DECISIONS IN FRAUD & NEGLIGENCE THIS MONTH 








Conviction based on net worth upheld. 
Taxpayer alleged error in his conviction 
for tax evasion. He claimed he had over 
$70,000 cash in a safe-deposit box on 
1944, and not $50,000 as 
He 
Govern- 


December 31, 
contended. also 
$20,000 


ment bonds in his possession had been 


Government 
that 


the 


claimed of the 


purchased by his mother. This court re- 
views the evidence and finds it sufficient 
to verdict. 


justify the Glender, 


CA-9, 9/24/56. 


jury 


Taproom operator’s omission of income 
fraudulent. An operator of a taproom 
business also received income from rents, 
His 
keep adequate books and records is held 


salary, and investments. failure to 


to justify resort to the net-worth method 
to determine tax deficiencies. Penalties 
underestima- 
Scott, TCM 


fraud and substantial 
of 


1956-220. 


for 


tion tax are sustained. 


No appearance; deficiencies and fraud 
upheld. Where there was no appearance 
at the hearing by or on behalf of tax- 
payer, the court sustains the deficiencies 
and fraud penalties. Sager, TCM 1956- 
225. 

Gambler taxable on unexplained de- 
posits. Taxpayer operated a trucking 


business and was also a member of a 
gambling partnership. He had filed no 
tax returns and maintained inadequate 
records. Although he contended that he 
sustained losses and that no tax liability 
existed, the Tax Court holds that the 
Commissioner properly reconstructed in- 
come from admitted trucking receipts, 
unexplained deposits, known gambling 
income and proved expenses. Additions 
to tax for failure to file returns are up- 
held, but the fraud penalty is not sus- 
tained. That taxpayer did not prove 
error in the Commissioner’s inclusion 
of unexplained deposits in income will 
not support the fraud penalties. McCor- 
mack, TCM 1956-216. 

Jury finds tenant farmer’s understate- 
ment of income not fraud. For the years 
1942, 1943, 1944, the 
assessed about $9,000, including penal- 


Government 


ties and interest. Contending that tax- 


payer had unreported income from 


the 
structed taxpayer's income by the net- 


whisky _ sales, Government recon- 


worth method. Taxpayer claimed that 
she had little experience, limited edu- 
cation, and no knowledge of the tax 
that 


accountant who had prepared her re- 


laws, and she had consulted an 


turns on the basis of the information 
she gave him. The jury finds that the 
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Government's net-worth computation 
has certain errors and that taxpayer is 
not guilty of DC 


Tenn., 5/22/56. 


fraud. Grantham, 


Gambler’s income determined by net- 
worth method. Resort to the net-worth 
method to determine the income of tax- 
payer is held proper; taxpayer, who was 
engaged in the check-cashing business as 
well as illegal gambling, kept no perma- 
nent books and records from which his 
gambling income could be determined. 
Adjustments were made to the Commis- 
sioner’s net-worth analysis to correct in- 
accuracies. The penalty for substantial 
underestimation of tax is 
Feingold, TCM 1956-214. 


sustained. 


Reverse conviction of president for 
corporate fraud; no proof he had knowl- 
edge. The defendant was the president 
of a corporation which erroneously 
charged expenditures ex- 
penses. The bookkeeper had kept the 
books without 


capital to 
instruc- 
tions from the corporation’s president, 
and 


interference or 


the classifica- 
tion of expenditures. A CPA had pre- 


he had determined 
pared the income tax return from the 
books, without examining the purchase 
invoices. The court reverses the convic- 
tion. There is no proof, it holds, of the 
president’s knowledge of or intent to 
evade taxes. [See comment, page 357} 
Pechenih, CA-3, 9/18/56. 


“Wages of sin” subject to tax. A prosti- 
tute who kept a house of prostitution 
filed no returns and kept no books or 
records of her income-producing activity. 
The Commissioner was held justified in 
computing her income by the net-worth 
method. Fraud penalties are assessed 
against the taxpayer because of the will- 


ful omission. Lane, TCM 1956-209. 
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ABA Tax Section points out many difficulties 


practitioners are having with partnerships 


MEN continue to have trouble 


a 
with the partnership provisions of 


the new Code. Agreement is widespread 
that Subchapter K is as tough and un- 
certain to work with as any in the law. 
Taking its cue from the seriousness of 
some of these difficulties with present 
taxation of partnerships, the committee 
on partnerships of the Section of ‘Taxa- 
tion of the American Bar Association 
has undertaken an exhaustive analysis 
of the workings of Subchapter K. 

The which Arthur B. 


Willis, of Los Angeles, is chairman, and 


committee, of 


your editor is a member, points out 
In the fol- 
committee’s 
the need for 


an excellent 


difficulties arise. 
the 
work are revealed not only 


how these 


lowing summaries of 
5 


revision of the Code, but 


insight into technical considerations 
faced by the practitioner in planning 
his client’s partnership tax affairs. 
While the the 
mendations have been approved by the 
Section the fifth 


study, the 


first four of recom- 


and recommitted for 


further technical analysis 
which follows is presented more for its 
substance than for a report on official 


Bar Association action. 
Gross income of a partner 
The 


provide that in determining the gross 


Code should be amended to 
income of a taxpayer from a partnership 
of which shall 
be taken into account only the excess 


he is a member, there 


of his distributive share of the gross in- 


come of the partnership over any 


guaranteed payments from the partner- 
ship that are 


included in his 


income. This result 


gross 
could be achieved 
702(c), effective 
for taxable years ending after the date 
of enactment, to read: “(c) GROSS IN- 
COME OF A PARTNER.—In any case 


where it is necessary to determine the 


by amending Section 


gross income of a partner for purposes 


of this title, such amount shall include 
the 
the gross income of the partnership 
over any payments from the partnership 
that are included in the partner’s gross 
income under sections 707(c) and 61(a).” 

Section 702(c) now provides that in 
any 


excess of his distributive share of 


case to de- 
termine gross income of a partner, such 
amount shall distributive 
share of the gross income of the partner- 
707(c) that 
guaranteed payments of salary or in- 


where it is necessary 


include his 


ship. Section provides 
terest to a partner shall be considered 
as made to one not a partner for cer- 
tain limited including de- 
termination of the partner’s gross in- 
come under section 61(a). Since guaran- 
teed payments to a partner do not 
reduce the partner's distributive share 
of such income, there will be a double 
inclusion in the partner’s gross income 
because of the overlap of guaranteed 
payments and his distributive share of 


purposes 


gross income from the partnership. The 
proposed change in section 702(c) will 
prevent this unintended result. 


Death of partner and close of year 


Section 706(c) should be amended to 
permit the executor or administrator of 
the estate of a deceased partner to elect 
whether the deceased partner’s share of 
partnership income to date of death 
shall be included in the decedent’s final 
return or whether the partnership year 
shall continue with respect to the de- 
ceased partner. 

Section 706(c) provides as a general 
rule that the taxable year of the part- 
nership shall not close as the result of 
death of a partner, the entry of a new 
partner, the liquidation of a partner’s 
interest, or the sale or exchange of a 
partner’s interest. The purpose of sec- 
tion 706(c) is to avoid a bunching of in- 
come in the year of a partner’s death or 


in the event of certain other changes in 
the membership of the firm. 

The statutory provision goes further 
than is required. In the absence of a 
bunching of income in the final return 
of the deceased partner, it may be de- 
sirable to close the taxable year of the 
partnership with respect to that partner 
and to permit his share of partnership 
income to be reported in his final re- 
turn. The deceased partner may have 
deductions and exemptions which could 
be offset against his share of partnership 
income if included in his final return 
and which may be lost if the partnership 
year does not end with respect to the 
deceased partner as of the date of his 
death. 

The regulations (Section 1.706-1(c)(3) 
(iv)) attempt to remedy this situation in 
part by providing that if there is an 
agreement for sale or exchange of a 
deceased partner’s entire interest as of 
the date of his death, the taxable year 
of the partnership closes as of that date. 
The regulations do not fully cure the 
situation and it appears that legislation 
is required. 

Under the proposed amendment to 
the statute, the general rule would be 
that the partnership year closes with 
respect to a deceased partner as of the 
date of his death. This probably is the 
result that would be expected by the 
average and it is for that 
reason that it is stated as the general 
rule. However, the executor or 
interest of the 
partner may file an election to continue 


taxpayer 


other 
successor in deceased 
the taxable year of the partnership with 
respect to the deceased partner. Further, 
if the interest of the deceased partner is 
sold or liquidated as of the date of his 
death, pursuant to a binding agreement, 
the taxable year of the partnership closes 
with respect to the deceased partner at 
whichever is the later of: 

1. The date of sale, exchange or 
liquidation of the interest of the de- 
ceased partner, or 

2. The day following the death of 
such partner. 

The general rule in Section 706(c)(2) 
(A) of the present law is that the part- 
nership taxable year closes with respect 
to a partner who sells or exchanges his 
entire interest whose interest is 
liquidated. This could result in a bunch- 
ing of income in the final return of a 
deceased partner if the partnership 
agreement provides for the sale or 
liquidation of his interest, pursuant to 
a binding contract, as of the date of his 


or 
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death. There is no policy reason for 
closing of the partnership taxable year 
so as to require reporting of the de- 
ceased partner’s share of his income in 
his final return. Under the proposed 
amendment, if the successor in interest 
of the deceased partner so elects, the 
taxable year of the partnership will 
close with respect to a deceased partner 
on the day following his death, notwith- 
standing the sale or liquidation of his 
interest as of the date of his death. 


Termination sale of 50% interest 


Section 708(b)(1)(B) should be amend- 
ed to provide that a partnership is 
terminated by a sale or exchange of an 
interest of 50 per cent or more in 
partnership profits only if such interest 
is sold to others than partners. 

Chis section provides that a partner- 
ship shall be considered as terminated 
if, within a 12-month period, there is a 
sale or exchange of 50% or more of 
the total partnership capital and profits. 
[There is no sound policy reason for 
terminating the partnership where the 
interest is sold to other members of the 
partnership, and such a result creates an 
artificial distinction between a sale of 
an interest to such partners and a re- 
tirement of a partnership interest by 
distributions from the partnership in 
that interest (Section 
1.708-1(b)(1)(ii) of the Regulations). 
\ccordingly, it is proposed that para- 
(B) of 708(b)(1) be 


amended to restrict its application to a 


liquidation of 


graph Section 
sale, or to cumulative sales over a period 
of 12 months, to others than partners. 
lo prevent misuse of this section, the 
partners to whom the interest is sold 
must have been partners for at least 12 
months. 

[This amendment would facilitate 
clarification of a doubtful point of in- 
law. The 
1.708-1(b)(1)(ii)) 


that the contribution of capital 


tu rpretation under present 


regulations Section 


State 


0 a partnership does not constitute a 
sale or exchange of a partnership in- 
terest for the purpose of applying Sec- 
tion 708(b). This is a correlative of the 
provision in the regulations that the 
liquidation of a partnership interest is 
not a sale or exchange for the purposes 
of Section 708(b). Under the existing 
both justified as 
affording relief from the harsh statutory 


law provisions are 
rule that the sale of a partnership in- 
terest to other members of the firm could 
cause a termination of the partnership. 
[he proposed amendment eliminates 


the necessity for providing this relief. 
Under the proposed new statutory rule, 
it would appear completely appropriate 
for the Congressional committee reports 
to indicate that the Congress intended 
a liquidation of a partner’s interest or 
a contribution of capital by a new part- 
ner to be considered a sale or exchange 
for the purposes of Section 708(b). 
The present law is confusing in that 


it speaks of “a sale or exchange” oc- 


19 


curring “within a 12-month period”. 


Obviously a cumulative concept was 
intended so that if all sales or exchanges 
within the 12 months resulted in a total 
sale or exchange of 50 per cent or more 
of the interest in capital and profits, the 
partnership would be terminated. 
Changes in the language of the present 
statute are proposed in order to clarify 


this concept. 


Termination of a two-man partnership 


We should permit a partnership com- 
posed of two persons to continue subse- 
quent to the death or retirement of one 
that 
period payments that qualify under Sec- 
tion 7 


partner, provided during such 


736 are made to the retiring part- 
ner or to the successor in interest of the 
deceased partner. 

Section 708(b)(1)(A) provides that a 
shall be 
terminated if no part of any business, 


partnership considered as 
financial operation or venture is carried 
on by any of its partners “in a partner- 
ship.” This creates a difficult problem 
in the case of a two-man partnership 
where one partner retires or dies with 
the result that the business is thereafter 
conducted by the survivor in a_ pro- 
prietorship form. The regulations at- 
tempt to solve the problem by providing 
(Section 1.736-1(a)(6)) that if payments 
are made to a retiring or deceased part- 
ner which qualify under Section 736, the 
partnership is considered as continuing 
so long as such payments are made. Be- 
cause the regulations may exceed the 
statutory authority, the proposed change 
the rule in the 


would incorporate 


Statute. 


Transfer of interest for services 
Section 721 provides that no gain or 
loss shall be recognized to a partnership 
or to any of its partners in the case of 
a contribution of property to a partner- 
ship in exchange for an interest in the 
partnership. The regulations (Section 
1.721-(b)(1)) provide that Section 721 
does not apply to the extent that an 
interest in partnership capital is ob- 


Taxation of partnerships + 361 
tained by a partner as compensation for 
services and not in exchange for his con- 
tribution of property to the partnership. 
This latter rule 
good policy and is supported by deci- 


seems consistent with 


sions of the courts dealing with stock 
issued for services. However, the ques- 
tion has been raised whether this pro- 
vision in the regulations is valid. The 
point is of such significance that the 
statute should be amended to provide 
specifically that the partner receiving a 
capital interest in exchange for his 
services must include the value of that 
capital interest in his gross income as 
compensation for services. 

There is an exception to the applica- 
tion of Subsection (b) which requires 
inclusion in taxable income of the fair 
market value of a capital interest re- 
ceived as compensation for services. This 
exception applies to the extent that the 
capital interest transferred represents an 
interest in the partnership’s mineral 
properties, for the development of which 
the capital interest was transferred to 
the service partner. The exception is in- 
tended to conform the partnership pro- 
visions with existing rulings and case 
law in the treatment of interests 
acquired directly in mineral properties. 
Consequently, the same operation will 
prevail whether the development of the 
properties is in a partnership operation 
or by an arrangement that does not 
constitute a partnership. 

If a partner receiving the capital in- 
terest is required to include the value of 
such interest in his gross income as 
compensation, the other partners should 
be allowed a deduction for the value of 
the capital interest transferred. The pro- 
posed amendment allows such a deduc- 
tion, providing the circumstances would 
permit allowance of the deduction if 
payment for the services were made in 
money. The allowance of the deduction 
to the other partners also requires a 
provision to treat the transfer of the in- 
terest to the service partner as a sale 
or exchange of portions of the capital 
interests of the partners who transferred 
some of their interests. 

The capital interest acquired by the 
compensated partner may have substan- 
tial or restrictions on its 
withdrawals or disposition. Such con- 
ditions or restrictions affect the time of 
realization of income and also the fair 
market value of the property received. 
It is contemplated such restrictions and 


conditions 


conditions are to be taken into account, 
under the proposed amendment, in de- 
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termining the time and amount of in- 
come realized from receipt of a capital 
interest in a partnership in considera- 
tion for services. Since paragraph (3), 
dealing with the deduction allowed to 
the other partners, is dependent upon 
the taxed to the 
service partner, the conditions and re- 


amount of income 
strictions on the capital interest trans- 
ferred will also affect 
time of 


the amount and 


the deductions allowed to the 


other partners. 


Gain or loss on disposition 
If a 


distribution of property from the part- 


taxpayer who has received a 


nership gives or otherwise transfers such 
property in a the 
basis of the transferee is determined in 


transaction where 


whole or in the 
the 
transferee should likewise be subject to 


part by reference to 


basis of the distributee partner, 


the provisions of Section 735. 

Section 735 provides in effect that if 
a partnership distributes unrealized 
receivables or inventory items to a part- 


ner, the gain or loss 


that 
distributee partner upon a subsequent 


realized by 


sale or exchange of such unrealized 


receivables or inventory items will be 
The section by its 


express language applies only to the 


ordinary income. 
gain or loss on the disposition of prop- 
erty “by a distributee partner.” Thus, if 
the statute is literally applied, a dis- 
tributee partner could make a gift of 
the unrealized receivables or inventory 
items received by him as a distribution 
the 
would escape application of the provi- 


sions of Section 735. It is proposed that 


from a 


partnership, and donee 


Section 735(a) be amended to apply also 
to a sale or exchange of such unrealized 
receivables or inventory items by a tax- 
payer who acquired them from the dis- 
tributee and whose basis for such prop- 
erty is determined by 


reference to the 


dlistributee’s basis. 


Payments to a retiring partner 


Payments to a retiring partner or to 


the successor in interest of a deceased 
should be permitted to qualify 
under Section 736(a) only if either such 


payments 


partner 


are made in and in 


more than one taxable year of the part- 


money 


nership, or the parties agree that such 


payments are to constitute Section 
736 (a) payments. 

The proposed Regulations (Section 
1.736-a(2)) that payments 
qualifying under Section 736(a) must be 


made in money and that such payments 


provided 


December 1956 


must be made in more.than one taxable 
year of the partnership. The final Regu- 
lations contain no such requirement, 
the lack of 
statutory authority. The statute should 
contain requirements, similar to those 


presumably because of 


in the proposed regulations, in order 
to prevent unexpected and undesirable 
tax consequences. 

For example, the A-B-C partnership 
agreement 
$50,000 interest of a deceased 
partner in the partnership. Payment is 
to be made in cash within 90 days after 
death. 


provides for payment of 


for the 


Liability for the payment is 
funded with life insurance. The partner- 
ship agreement makes no reference to a 
payment for a deceased partner’s interest 
in good will. Partner C dies and the con- 
tinuing partnership of A and B makes 
the $50,000 payment to C’s executor in 
full C’s the 


partnership. If it is later determined 


retirement of interest in 
that the fair market value of C’s interest 
in partnership property (exclusive of 
good will) was $30,000, C’s estate would 
have ordinary income of $20,000, repre- 
senting a payment under section 736(a). 
A and B would 
be reduced by $20,000, a fact that might 


The taxable income of 


influence their ideas with respect to the 
valuation of C’s interest in the partner- 
ship property. 

If there is a lump sum payment for 
the interest of a retiring partner or 
the 
distribution of 


deceased partner, or if interest is 


retired by a property 
other than money, it is probably the 
usual intention of the parties that the 
transaction be considered a_ capital 
income dis- 
tribution. Accordingly, it is proposed to 


transaction rather than an 


amend Section 736(a) by adding a new 
paragraph (2) dealing with limitations 


on the treatment of a 


payment as a 
distribution of income or a guaranteed 
payment. Under the first limitation, the 
payment must be made in money and 
payments must be made in more than 
one taxable year of the partnership. 
However, if the parties clearly intend 
a lump sum payment or a distribution 
of property other than money to be a 
distribution of income, and assuming it 
otherwise qualifies, there is no apparent 
policy reason why such payment or 
distribution should not be treated as a 
Section 736(a) payment. Accordingly, in 
paragraph (2) there is an alternative 
limitation that would recognize a lump 
sum payment or a distribution of prop- 
erty as a Section 736(a) payment if the 
parties so agree, and if the payment or 


distribution otherwise falls wihin Sec- 
tion 736(a). Regulations to be prescribed 
by the Secretary or his delegate will 
specify what evidence is required of the 
existence of such an agreement. 


Income of a deceased partner 


Section 743(b) should be amended to 
provide that no adjustment may be 
made under Section 743(b) to the basis 
of unrealized receivables of the partner- 
ship as the result of death of a part- 
ner; that Section 753 be broadened in 
its definition of income in respect of a 
decedent in the case of a deceased mem- 
ber of a partnership; and that Section 
1014(c) be amended with respect to 
basis of a deceased partner’s interest in 
a partnership which has _ unrealized 
receivables. 

It is very possible that the present 
statutory provisions could be interpreted 
so that a successor in interest of a de- 
ceased partner is entitled to an adjust- 
ment to basis of unrealized receivables 
of the partnership under Section 743(b), 
assuming a proper election is made 
under Section 754. There is nothing in 
Section 743(b) that specifically denies 
the right to adjust basis of unrealized 
receivables in the case of a transmission 
of a partnership interest upon death of 
a partner. The fact that Section 753 is 
restricted to payments qualifying under 
736(a) indicate the 
absence of any limitation on the adjust- 


Section tends to 
ment to basis of unrealized receivables 
of a partnership. 

Assume that the A-B-C_ partnership 
has unrealized receivables of $30,000 at 
the time of A’s death. If the partnership 
A’s 
interest for his interest in the partner- 
ship, Section 736(b)(2)(A) requires that 
the payments for A’s $10,000 interest in 
unrealized 


makes payments to successor in 


receivables shall be treated 
as payments under Section 736(a). Sec- 
tion 753 defines such payments as “in- 
come in respect of a decedent.” The 
payments in retirement of A’s interest 
in the unrealized receivables are ordin- 
ary income to A’s successor in interest 
and reduce the partnership income tax- 
able to B and C. If, however, the part- 
nership should file an election under 
Section 754 to adjust basis of partnership 
property, pursuant to Section 743(b), to 
reflect the transmission of the partner- 
interest to A’s heirs, A’s 
interest could claim that 
under Section 743(b) there should be a 
$10,000 adjustment to basis of unrealized 


ship then 


successor in 


receivables. This adjustment would be 
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confined in its effect to A’s successor in 
interest. Thus, by continuing the part- 
nership and filing the election under 
754, A’s 


completely avoids the realization of tax- 


Section successor in interest 
able income with respect to A’s interest 
in unrealized receivables as of the date 
of his death. B and C would be willing 
to go along because they are taxed on 
$20,000 of ordinary income either way. 

If the adjustment to basis under Sec- 
tion 743(b) can be made to unrealized 
receivables of the partnership, A’s suc- 
also avoid the 


cessor in interest could 


realization of income with respect to 


\’s share of unrealized receivables 
through a sale or exchange of A’s part- 
nership interest. Section 751(a) would 
still be applicable, but there would be 
the 


sale of A’s interest in the unrealized re- 


no taxable gain attributable to 


ceivables. 


fo close these loopholes in the 


743(b) 
amended to provide specifically that no 


statute, Section should be 
adjustment may be made to the basis 


of unrealized receivables upon the death 


of a partner. Section 753 should be 
broadened so that such unrealized re- 
ceivables fall within the definition of 


income in respect of a decedent. Section 
1014(c) should be amended to make it 
abundantly clear that the amount which 
is considered income in respect of a 
753 691 


is not included in the basis of the part- 


decedent under Sections and 


nership interest of a deceased partner. 


Sale or exchange of interest 


In the case of a sale or exchange of a 
partnership interest, the gain or loss of 
attributable to 


the transferor partner 


unrealized receivables and to substan- 
tially appreciated inventory should be 
determined as though the partnership 
had sold the unrealized receivables or 
appreciated inventory and the transferor 
partner shall be taxed on his distributive 
share of the gain attributable to the 
unrealized receivables or appreciated in- 
ventory. 

Section 751(a) provides in effect that 
an allocation shall be made of a_ por- 
tion of the sales price of a partnership 
interest to unrealized receivables or sub- 
The 
1.751-1(a)(2)) re- 
quire that basis of the interest sold in 


stantially appreciated inventory. 


regulations (Section 


the Section 751 property shall be de- 
termined as though such property had 


been distributed to the transferor part- 


ner immediately prior to the sale or 


exchange of his interest in a pro rata 
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distribution. This formula for determin- 
ing gain or loss on sale of a partnership 
interest allocable to unrealized receiv- 
ables or appreciated.inventory items is 
extremely complicated in practical ap- 
plication. 

It is recommended that Section 751(a) 
be amended in several particulars. In 
order to facilitate the legislative lan- 
guage, it is proposed that there be a 
the “Section 751 


definition of term 


property.” The regulations at Section 
1.751-1(a)(1) adopt this approach and de- 
fine section 751 property as including 
unrealized receivables and substantially 
appreciated inventory items. This defini- 
tion is found in Section 751(a)(4), as pro- 
posed to be amended. 

It is also proposed that Section 751(a) 
be amended to provide that the gain or 
loss of the selling partner attributable 
to the sale or exchange of his interest 
shall be de- 


in Section 751 property 


termined as though the partnership had 


sold such Section 751 property at market 
value. It is contemplated that the actual 
sales price of the partnership interest 
will be used in determining the sales 
price at market value. This would pre- 
vent the use of a theoretical market 
value of the Section 751 property that 
not take the 


tion used by the parties in fixing the 


does into account valua- 


sales price of the partnership interest. 
The proposed statutory amendment is 
the 
where a partner sells less than his entire 


designed to also cover situation 


interest in the partnership. 


What the Regulations say 

Section 751(a) does not provide for the 
sale or exchange of an interest in a 
partnership having Section 751 prop- 
erty where the transferor partne: 
acquired his interest by a transfer within 
2 years prior to the date of such sale or 
exchange but the election under Section 
754 is not in effect. The Regulations at 
Section 1.751-1(2) attempt to cover this 
situation by providing that the trans- 
feror partner's basis of the Section 751] 
property “shall be an amount equal to 
the basis such property would have had 


under Section 732 (including subsection 
(d) thereof) if the selling partner had 
received his share of such property in 
a current distribution made immediately 
before the 
count the Section 732(d) adjustment, 
the regulations do achieve the effect of 


sale.”” By bringing into ac- 


the adjustment to basis of partnership 
743(b) that 
would have been made had the election 


property under Section 


under Section 754 been in effect. Para- 
graph (3) of Section 751(a), as proposed 
to be amended, incorporates a provision 
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that corresponds to the relief afforded 
by Section 732(d). 


Substantially appreciated inventory 
The 


provide that inventory 


Code should be amended to 


items will be 
considered to have appreciated substan- 
tially in value only if (1) such appre- 
ciation is more than 20 per cent of the 
appreciation in value of all partnership 
that appreciated in 
value, and (2) the fair market vaiue of 
the inventory exceeds 120 per cent of 


properties have 


the total net worth of the partnership 
determined by using fair market values 
for partnership properties. 
Substantially appreciated inventory 
items are defined in the present statute 
as inventory items the value of which 
120% of the 


exceeds partnership's 


adjusted basis of such and 
10% of all 


partnership property other than money. 


property 


the fair market value of 


It is possible to avoid the 120% test by 


planned action, such as causing the 
partnership to purchase additional in- 
ventory market 


greater than cost. It is also possible to 


having a value no 
avoid the 10% test by causing the part- 
nership to use its cash to purchase se- 
curities, or to borrow money to purchase 
securities, or to otherwise “juggle” 
assets and liabilities. 

To the 


preciation 


make test of substantial ap- 


more meaningful and _ less 
vulnerable to planned tax avoidance, it 
is proposed that substantially appre- 
ciated inventory be determined by a 
comparison between the appreciation in 
value of the partnership’s inventory and 
the total appreciation in value of all of 
the partnership’s property, whose fair 
market value exceeds adjusted basis. 
Thus, assume a partnership had inven- 
tory with a fair market value of $35,000 
and an adjusted basis to the partnership 
of $20,000. The excess of fair market 
value over basis is $15,000. The partner- 
ship also has properties X and Y with 
bases and fair market values as shown in 
Table I. 


TABLE I 
Adjusted Fair Market 
Basis Value 
Property X $ 50,000 $140,000 
Property Y 80,000 30,000 





Total $130,000 $170,000 





For the two items the total excess of 
fair market value over adjusted basis 
is $40,000. However, the excess of fair 
market value over adjusted basis with 
respect to Property X is $90,000. Under 


December 1956 


the proposed amendment, Property X 


would be considered in the measure of 


whether the inventory was substantially 


appreciated. Property Y would be 
omitted from consideration. The compu- 


tation would be as shown in Table II. 


TABLE II 
Excess of Market 
Market Adjusted Value Over 
Value Basis Adjusted Basis 
Inventory $ 35,000 $20,000 $ 15,000 
Property X 140,000 50,000 90,000 
Property Y 30,000 80,000 


Total 


Ratio to total of excess of market value 


The 


excess of market value over 
adjusted basis of inventory is less than 
20% of the total appreciation (i.e., 


excess of market value over adjusted 
basis of partnership property) of those 
partnership properties that reflect an 
appreciation in value. Consequently, the 
inventory, in this example, is not sub- 
stantially appreciated in value. 

In addition to the inventory being 
the 
foregoing test, it also must have a market 


substantially appreciated under 
value that exceeds 120 per cent of the 
excess of the market value of all partner- 
the partnership 
liabilities. This is to avoid the problems 


ship property over 
of fragmentation where the apprecia- 
tion in value of partnership property is 
the 
total net worth, at market value, of the 


insignificant in comparison with 
partnership. The measure is made the 
excess of market value of partnership 
liabilities, 
rather than merely the market value of 


property over partnership 
partnership property as in the present 
law, so as to eliminate obvious oppor- 
tunities of increasing the partnership’s 
property through borrowings. 


Definition of inventory items 

Section 751(d)(2)(B) of the present 
includes in the 
other 


statute definition of 


inventory items any property 
which on sale or exchange by the part- 
nership “would be considered property 


other than a capital asset and other than 


property described in Section 1231.” 
This definition probably is considerably 

I ) } 
broader than the Congress realized. 


Among the items which are not capital 
assets described in 
Section 1231 (and consequently would be 
inventory items) are: 


and not property 


1. Real property or depreciable prop- 
erty used in the trade or business but 
which has been held for a period of six 
months or less (Section 1221(2)), and 

2. Accounts receivable 
acquired in the ordinary course of trade 


or notes 


$105,000 

14%, 
or business for services rendered or from 
the sale of inventory (Section 1221(4)). 
This would include accounts receivable 
of an accrual basis partnership even 
though the amount realized on sale of 
goods or for services rendered has been 
included in the partnership’s taxable in- 
come. 
The inclusion of these items in in- 
ventory gives a ‘distorted result which 
may work to the detriment of either the 
Treasury Department or the taxpayer. 
It is proposed to amend Section 751(d) 
(2)(B) so as to specifically exclude from 
classification as inventory items accounts 
the 


business, 


or notes receivable . acquired~-in 
ordinary course of trade or 
Section 1231 property and real property 
the 


trade or business of the partnership but 


or depreciable property used in 


which has been held for a period of 6 
months or less. 

It will be noted that the proposed 
statutory language refers to 
the amount 
realized on a sale or exchange by the 


property 
“with respect to which 
partnership would be considered as an 
the 
change of property other than a capital 
asset.” This language was designed with 


amount realized from sale or ex- 


the thought of preventing the contribu- 
tion to a partnership of Section 306 
stock or of stock in a collapsible corpo- 
ration (Section 341). Under the present 
statute, it might be possible to argue 
that such stock is not inventory as de- 
fined in Section 751(d)(2)(B). It is be- 
lieved that the suggested language is 
broad enough to include Section 306 
stock or stock of a collapsible corpo- 
ration in the definition of inventory. 
Under Section 751(d)(2)(C) the 
present law, inventory items also in- 


of 


clude property which may not be held as 


inventory or for sale in the ordinary 
course of the partnership business but 
which would be so held if owned by the 
selling partner or the distributee part- 
ner. Presumably this provision is in- 
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tended to prevent dealers in real estate 
avoiding ordinary income consequences 
by participating in partnerships which 
hold real property for investment pur- 

Poses. 
However, in the case of a distribu- 
tion of partnership property to which 
751(d) 


(2)(C) may have unexpected and unfair 


Section 751(b) applies, Section 


consequences to some partners. For 
example, the A-B-C partnership holds 
real property which is a capital asset 
of the partnership. The partnership has 
no property other than the real estate 
and cash. If the real estate is distributed 
to A, who is not a dealer in real estate, 
it would not be an inventory item of 
the partnership and consequently Sec- 
tion 751(b) would not be applicable. 
However, if the real estate is distributed 
to CU, 
would be an inventory item under Sec- 
tion 751(d)(2)(C) of the present statute. 
If the real estate had substantially appre- 


who is a dealer in real estate, it 


ciated in value, A and B would realize 


ordinary income under Secton 751(b), 
to the extent of their shares of the ap- 
preciation, as a result of the distribution 
of the property to C. 

[he proposed change in the statute 
would result in classifying property as 
inventory, by reference to its status if 
held by the distributee partner, only as 
to property owned by the partnership 
after the distribution. If property is dis- 
tributed, the distributee partner, in 
effect, has reduced his interest and hence 
sold or exchanged his interest in the 
property remaining in the partnership. 
He realizes ordinary gain or loss if such 
property, in which he has reliquished or 
reduced his interest, would be inventory 
if held by him. On the other hand, if 
were dis- 

that the 
remaining partners are in effect selling 


the property in question 


tributed to such partner, so 
or exchanging their interests in such 
property, the continuing partners only 
realize capital gain or loss since it is a 


capital asset to them. 


Limiting partner’s distributive share 

Section 752, limiting the allowance of 
the share of a partner’s losses in excess 
of the adjusted basis of such partner’s 
partnership interest should be amended 
to permit the allowance of such share of 
such losses where the partner is un- 
conditionally obligated to the partner- 
ship therefor. 

Under the present provisions of Sec- 
tion 704(d), the excess of a partner's 
share of losses over the adjusted basis 


of his partnership .interest is deductible 
only in the year in which such excess is 
repaid to the partnership. In determin- 
ing his adjusted basis, any increase in 
his share of liabilities to third parties 
is taken into account so the partner may 
deduct his share of a partnership loss 
to, the liable to 
partnership creditors. However, no logi- 


extent he becomes 
cal distinction can be drawn between a 
liability of a partner to the partnership 
and a share of liabilities of the partner- 
ship to third parties. 

The proposed change would permit 
a partner to deduct in the year of the 
loss his full share of partnership losses 
although in excess of the basis of his 
partnership interest if he is obligated to 
repay his losses. As a 


share of such 


matter of drafting convenience, the 
liability to repay his share of losses is 
referred to as a liability to the partner- 
ship. However, it is intended that the 
same result will obtain where the 
liability to repay is to the other partners 
or to some of them, rather than directly 
to the partnership. The interests of the 
revenue are amply protected against the 
subsequent forgiveness of a partner’s 
obligations to the partnership by other 
provisions of the Code which tax the 
amount of such foregiveness as income. 

The proposed change will not permit 
losses to be allowed to a partner in 
excess of the basis of his partnership 
interest where he is obligated to repay 
such losses on a conditional basis only 
(e.g., out of future profits) since, in these 
circumstances, the amount of the part- 
ner’s loss, if any, has not been finally 
fixed. 

Upon its passage by the House of 
Representatives, H. R. 8300 
quently enacted, with amendments as 
the Internal 1954) 


would 


(subse- 
Revenue Code of 


contained a_ provision which 
have accomplished the result here recom- 
mended. This provision was, however, 
from the bill by the 


Committee 


stricken Senate 


Finance without explana- 
tion. 

The Secretary or his delegate should 
be permitted to exclude from treatment 
as partnerships certain unincorporated 
organizations, other than those organiza- 
tions that elect to be treated as partner- 
ships, without any requirement that all 
of the members must elect such treat- 
ment. 

The present statute contains provi- 
sions for exclusion from the concept of 
partnership, for income tax purposes, of 
an unincorporated organization, but 
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only if all of the members elect to be 
excluded. indicates im- 
practicability of an election by all of 
The legislative recom- 
mendation eliminates the requirement 
that all of the 
excluded. At the same time the recom- 


Experience 
the members. 
members elect to be 
mendation preserves the privilege where- 
by such an organization (as distinguished 


from the members) may be taxed as a 
partnership. Ww 


New decisions 





Adjustment of partner’s distributable 
share denied. Upon audit of a partner- 
ship return, the Commissioner dis- 
allowed a claimed rental-expense deduc- 
tion and sought to increase the dis- 
tributable income of taxpayer, a partner, 
by his share of the disallowed expense. 
Taxpayer’s contention that this share 
had been included in his partner's re- 
turn and that he was therefore entitled 
to some adjustment is held by the court 
to be without merit. Lilly, TCM 1956- 
207. 

Collateral estoppel bars relitigation of 
family partnership. A partnership among 
taxpayers and several trusts established 
by them for the benefit of their re- 
spective wives and children was held 
invalid for tax purposes in a prior pro- 
The here held 
collaterally estopped from again litigat- 


ceeding. taxpayers are 
ing the partnership status of the trusts. 
Accordingly, taxpayers as individual 
partners are not entitled to have a por- 
tion of the net profits of the business 
attributed to the trusts; they are, how- 
ever, permitted to deduct reasonable 
allowances paid or credited to the trusts 
for the use of trust capital in the busi- 


ness. Stanback, 27 TC No. 1. 








tax problems? 


For the quick answer to all 
Federal tax questions, keep 


Alexander's Federal Tax 
Handbook, 1957 Edition, on 
your desk at all times. See 
back cover for order blank. 
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“Sale against the box” tax avoidance plan 


is easy to foul up; error in press reports 


O« OF THE THINGS that keeps a tax 
man busy is explaining to laymen 
the somewhat cryptic summaries of 
alleged tax-savings deals published in 
newspapers, trade journals, or news- 
letters they see. Sometimes they confuse 
laymen and tax men alike. We recently 
saw an explanation by one newsletter 
of what it termed a “little known de- 
vice” to protect paper profits in a securi- 
ties or commodities deal and perhaps 
turn a tax-saving maneuver at the same 
time. It certainly was a job to straighten 
out the newsletter comment and explain 
in words of one syllable to our client— 
a not-so-dumb investor pretty alert to 


the ways of Wall Street. 


How the example was set up 

The report considered the case of an 
investor who believes in the long-term 
market for a certain stock he holds but 
Our 
comment is that this is a queer way to 


is wary of the short term. first 
put it — all such an investor has to do 
is to sit tight. A better way to character- 
ize the hopothetical investor would be to 
say that he wants to hold onto his long- 
term shares, but that he would also like 
to profit from the dip he sees in the 
immediate future. He does not want to 
sell now and repurchase at the low 
he sees coming. He would have to pay 
a capital gains tax and thus reduce the 
funds he has working for him in the 
market. 

Anyway, this is the investor the news- 
letter presents. He’s bullish for the long 
term, bearish for the short term and 
anxious to protect paper profits. He 
owns stock bought at $50 which is now 
worth $100. 


six months, and now he sells short. (Note 


He has had it more than 


particularly that the short sales price 


must be $100; the confusion in the 


arises because it for- 
gets that market changes after the short 
sales date affect only the cost of stock 
bought to cover—not the proceeds of 


newsletter item 


sale when the sale is covered.) 


Suppose the market drops 


Suppose the investor is right—the 
market drops to 90. He feels this is as 
low as it is going and decides to close 
out. He can use either the stock he 
owns or buy new stock (of course, that 
will be at 90) to cover. Ignoring for the 
time being whether gains and_ losses 
are long or short (we will come back to 
that and discuss the new Section 1233) 
this is his position: 


TABLE I 
If he covers with 
old stock new stock 


Cost of stock 


sold short 50 90 
Proceeds of sale 

(short sale) 100 100 
Gain 50 “10 


No matter how far the market drops, 
if he covers with his old stock he will 
always realize $50 gain—the short sale 
has protected his paper profit. If he 
sticks to his original plan and keeps 
the old stock for the long pull, he can 
cover by buying new stock. At 90, he 
makes a $10 profit, and the lower he 
can cover, the more profit he makes. 


Suppose the market rises 


Suppose the investor is wrong—the 
sells short. His 
stock goes to 110. What is his position? 


market rises after he 

If the investor was wrong about the 
immediate drop, he can always cover 
with his old stock, realize the $50 gain 
he had when he acted at $100. He pro- 


tected his paper profit at 100, but lost 
the benefit of the further rise of 110. 

In this way, no matter what happens, 
he can realize his $50 paper profit, and 
if he’s right, he can realize a gain on 
the dip without selling his old stock. 


The tax effect 


Now what is the tax nature of these 


gains and losses? Of course, all are 
capital— we are talking of an investor, 
not a dealer. The important fact to 
note is that at the date of the short sale 
he had his stock for over six months. 
Consequently, two of the rules of Sec- 
1233 are 
come into play only if the taxpayer is 
simultaneously long and short and had 
held the property at the date of the 


tion not applicable. They 


short sale for less than six months. We 
can therefore ignore the rule making 
the gain on the short sale short 
term, even though the stock used to 
cover was actually held for more than 


knocks 
out the device for converting short-term 


six months at sale. This rule 
to long-term gain without market risk. 
We can also ignore the second rule 
starting the holding period of the stock 
not used to cover from the closing date. 

But we are concerned with the third 
new rule. If substantially identical prop- 
erty was held for more than six months 
at the time the short sale was made, any 
capital loss resulting from a short sale 
must be treated as a long-term capital 
loss. The only time our investor will 
have a loss will be if the market rises 
and he buys new stock to cover (Table 
II; the $10 loss is long-term capital). 


TABLE II 
If he covers with 


old stock new stock 


Cost of stock 

sold short 50 110 
Proceeds of sale 

(short sale) 100 100 
Gain (loss) 50 (10) 


Tax effect if market drops 

Looking back at Table I, the $50 gain 
if he covers with the old stock will be 
long term. If he buys new stock to cover, 
the $10 gain will be short term. The 
lower the market goes before he covers, 
the greater the gain. But this gain is 
always short term. 

It seems to us that the newsletter was 
wrong in the summary of this situation. 
It said that if the stock dropped to 90, 
the investor who covers with the shares 
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he owns has a long-term capital gain of 
10. Aside from being $10 profit off per 
share, the newsletter does not point out 
that the investor will have fewer shares 
riding the market or that if he covered 
with new shares, and his gain is short 
term, he might take an awful beating 
if he is in a high tax bracket. 


Tax effect if market rises 

Looking at Table II, we see that Rule 
3 of Section 1233 makes a long-term loss 
out of the loss incurred in buying new 
stock to cover. The newsletter over- 
looked this rule and also overstated the 
gain on old stock. The newsletter said 
that if the stock rose to 110, and the in- 
vestor bought new stock to cover the 
short sale, a $10 deductible short-term 
loss resulted. It said that if old stock 
were used, the investor would have to 
pay a long-term gain on $60 per share. 
For these reasons, it continued, covering 
with new stock is advantageous, because 
the old stock could later be sold at full 
profit. 


When to sell short against the box 


It seems to us that there is only one 
logical situation in which an investor 
should use this device. That is when he 


does not want to cut down his market 


commitment and doesn’t expect the 
market to go low enough so that he can 
buy the same number of shares with the 
proceeds of the sale, less tax. If in the 
example discussed, he expects the low 
to be less than 8714, he won’t reduce the 
number of shares if he sells short. With 
his $100 proceeds, he can pay the capital 
gains tax of $12.50 and buy back at 
$87.50. He is in the same _ position 
marketwise, but he has a new higher 
basis. 

If he does not expect a drop to 8714, 
then he might be wise to sell short 
against the box, cover somewhere in 
the nineties, take his short-term gain, 
and if he has no capital losses to offset, 
pay his ordinary income tax. 


Cover with new stock 


If he guesses wrong, and the market 
goes up, he had better cover with new 
stock (rather than reduce his total hold- 
ing by selling old shares and rebuying 
a smaller number). This will give him 
a capital loss. If the chance of a useless 
capital loss seems great and the net- 
after-tax short gain (if the market does 
drop) small, then for this investor the 
sale against the box isn’t an attractive 
speculation, and he would be wise to 


forgo it. 


Gas stations and the new Code: Real estate 


never seems to lose its tax glamour 


T AX MEN tell us that clients are coming 
to them in increasing numbers cur- 
rently with a “new” tax-minimization 
vimmick — a real estate deal (often 
today a huge gas station) which throws 
off good after-tax returns. What these 
clients don’t realize, of course, is that 
these deals are nothing but the old 
classic real estate deal. What’s new, 
though, is the big boost given such 
arrangements by the accelerated depre- 
ciation provisions of the new Code. 
With higher early depreciation deduc- 
tions the early loss years are easier to 
manage. 

In such a deal the financing is ar- 
ranged so that the investor comes out 
with a deductible loss during the early 
years of ownership and a higher profit 
during later years. By using accelerated 
depreciation, this arrangement is even 
easier to set up. Of course, eventually 
the investor uses up his basis. But by 


then he is presumably not so concerned 


because he expects to retire, sell the 
property or make gifts to lower-bracket 
members of his family. Or his purpose 
might be entirely different. He might 
want this deal so that he can put the 
property into a personal holding com- 
pany to neutralize securities income by 
making rental income 50 per cent of the 


gre SS. 


How the figures work out 

A typical case, with the figures worked 
out to show the tax and financial re- 
sults of a 30-year leaseback in each of 
three ten-year periods, was set out in 
a recent bulletin published by one of 
the large accounting firms. 

This deal would provide a spendable 
annual cash surplus representing a re- 
turn of almost six per cent on the in- 
vestor’s cash investment. In addition, 
he receives an annual cash payment to 
amortize his original investment down 
to the expected value of the land (with- 
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out buildings) at the end of the lease. 
Of course, this return and amortization 
are not paid as such — they are the 
difference between the annual rental 
and the payment on the mortgage. 
These are the facts involved. Annual 
rent income is $23,760. For the 30-year 
lease, the total rent will equal the selling 
price of the property ($400,000) plus 
interest. The mortgage is $320,000, and 
annual flat required are 
$18,506. The investor’s annual cash sur- 
plus is therefore $5,254. This $5,254 is 
an average return of 5.93%, on his in- 


payments 


vestment of $80,000 (selling price of 
$400,000 less the mortgage of $320,000) 
plus amortization of the $80,000 invest- 
ment down to $40,000 (the expected 
value of the land at that time). The 30- 
year lease period is the estimated physi- 
cal life of the building so that at the 
end of the lease period the value of the 
investment will be only the value of the 
land. 

The annual gross income is the rental 
income, as used above in the cash state- 
ment, $23,760. But accelerated deprecia- 
tion (declining balance, no_ salvage 
value, 30-year life) on the cost of the 
building ($360,000 of the total selling 
price of $400,000) will produce a deduc- 
tion of $24,000 the first year. There is a 
loss without considering the interest on 
the mortgage! Of course, the annual de- 
duction for accelerated depreciation 
drops down to about $13,000 by the 
tenth year. 

Because the mortgage requires annual 
flat payments, the interest element in 
the payment is larger in the earlier 
years and it goes to swell the tax loss in 
the first ten of the 30-year lease period. 
It drops from $12,800 in the first year 
to about $10,400 in the tenth. 

As a result of these two factors the 
investor has in the first ten years a tax 
loss totaling $58,374, as follows: 


First year $13,040 
Second 11,212 
Third 9,481 
Fourth 7,841 
Fifth 6,283 
Sixth 4,802 
Seventh 3,391 
Eighth 2,044 
Ninth 757 
Tenth (477) Profit 
Total $58,374 


For the second ten years the total tax- 
able income is about $58,000 and for 
the last ten about $117,400. 

Well, as we said at the beginning, 
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there are lots of variants of this deal 


around, Don’t be surprised when a 


client calls you up and begins: “Say, 


December 1956 


I’ve got a real estate proposition here 
that looks too good to be true, I'd like 


” 


you to look at the tax angle...” ws 





mother 


Taxpayer sold and 


bought 
through same investment counsel; loss 
disallowed. Investment counsel sold cer- 
tain securities from taxpayer's portfolio 
to realize short-term losses. Within the 
period for wash sales, and in some 
instances on the same day, the invest- 
ment counsel purchased approximately 
the same number of shares of these stocks 
for the mother. The court follows the 
McWilliams case (331 U.S. 694) in which 
a husband directed his broker to sell 
certain shares for him and to buy the 
same issues for his wife. The loss on the 
sales was disallowed as on a sale between 
related parties, though in fact the pur- 
chases and sales were made to strangers 
through the ordinary exchange proce- 
dure used by everyone. Norton, DC La., 
9/28 /56. 


Installments of principal sum payable 
in six years not periodic alimony, 
Amounts received by taxpayer under a 
retirement bonus contract providing for 
the payment of $45,000 in 72 monthly 
installments of $625 are held taxable 
compensation and noi gifts. Pursuant to 
a divorce decree, taxpayer paid his 
former wife one-half of these monthly 
sums. The court holds the payments 
were not deductible as “periodic alli- 


mony,” because the 


install- 
ments would end within six years and 


monthly 


the Code specifically provides that such 
installments payable over less than ten 
years from the date of the decree are 
not alimony. Leedom, TCM 1956-224. 
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Ballet angel lost $2 million; nondeduc- 
tible because no profit motive. Anxious 
to develop the art of ballet in America, 
taxpayer, a principal dancer in the 
Ballet Theatre company, ad- 
vanced large sums of cash starting in 


dance 


1937 and continuing each year for 12 
years to a total of almost 2 million 
dollars. Deductions had been allowed 
in some earlier years, but CA-2 had 
upheld the Tax Court in not allowing 
them for 1942. At issue here are 1944- 
1949. Despite the fact that taxpayer 
paid more attention to business prob- 
lems in these years, the court finds that 
the reason it disallowed 1942 losses are 
still operating: the advances were not 
made to make a profit. Ewing, TCM 


1956-205. 


Subsistence allowances of state-highway 
patrolmen are additional compensation 
(old law). Taxpayer, a member of the 
Georgia State Patrol, was required to 
live in a barracks and was on call 24 
hours a day. He received a subsistence 
allowance of $4.50 a day to defray the 
costs of his meals, which he ate at 
restaurants on his route. The court 
holds this taxable as additional compen- 
sation. The “convenience of employer” 
rule is inapplicable; it was argued that 
if the state supplied meals, the patrol- 
men would all be off-duty at the same 
time. The court concludes it cannot 
find that taxpayer’s eating of meals in a 
restaurant of his choice, paid for from 
the subsistence allowance, should result 
in favored tax treatment denied all 
other employee-taxpayers who eat one 
or more meals away from home. [Under 
the 1954 Code, meals and lodging for 
the convenience of the employer are ex- 
cluded, whether or not they are compen- 
sation. But this applies only to meals 
eaten on the business premises. Ed.] 
Magness, 26 TC No. 125. 


Expectation of more deductions than in- 
come no excuse for failure to file esti- 
mate (old law). A taxicab operator with 
substantial sought to excuse 
his failure to file declarations of esti- 
mated tax by 


income 


contending that large 
damage suits pending against him might 


have reduced his taxable income to zero. 
The court holds that the contention is 
insufficient to constitute reasonable 
cause so as to absolve him from the 
penalty. Maxey, 26 TC No. 127. 


Double penalty for not filing estimated 
tax incorrect. Taxpayer didn’t file an 
estimated income tax return and paid 
two penalties—one for not filing a re- 
turn and 
underestimating his tax. 


another for substantially 
The court 
holds that the penalty for underestima- 
tion was improper. [Under the 1954 
Code, there is one penalty; the Com- 
missioner has announced that he is not 
following cases with the above result.] 
Glass, DC Ga., 7/9/56. 


Rental income may reduce retirement 
income credit. Where taxpayer performs 
services in connection with the repair 
and upkeep of rental property, 30% 
of the net rents constitutes earned in- 
come which is deductible from retire- 
ment income in computing the credit. 
[The Code defines earned income from 
a trade or business requiring both capi- 
tal and personal services as a reasonable 
allowance not in excess of 30% of net. 
Ed.| Rev. Rul. 56-417. 


Expenses of prescribed trip to Florida 
after stroke allowed. Taxpayer was hos- 
pitalized after he suffered a_ stroke. 
After two months in the hospital and a 
month of recuperation at home, he 
returned to work. A few weeks later, the 
physician who regularly attended him 
advised him to take a trip to Florida. 
The court allows his travel, food, hotel 
and reasonable incidental charges, but 
The 
court mentions as the closest case 
Sringham (183 F.2d 579), in which CA-6 
upheld the 


it disallows his wife’s expenses. 


Tax Court’s allowance of 
costs, meals and 
lodging of a child sent to an Arizona 
school for her health rather than a day 
[Under the 1954 
Gode, no deduction is allowable for 
meals and lodging. Ed.] Embry, DC Ky, 
8/24/56. 


medical travel and 


school near home. 


Trip to improve morale not “medical.” 
If a person suffering from a serious ill- 
ness takes a trip, on the advice of a 
physician, to change his environment, 
or to improve his morale and thereby 
aid in the general mitigation of his 
condition, the expenses of the trip are 
not deductible as “medical care” ex- 
penses. Rev. Rul. 56-474. 
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NEW DEVELOPMENTS IN 


_ Payroll taxes 


D BY PETER G. DIRR 





Pennsylvania Supreme Court upholds 


unconstitutionality of double affirmation 


O* OcrosBer 1, 1956 the Pennsylvania 


Supreme Court affirmed the deci- 


sion of May 16, 1956 of the Court of 
Common Pleas of Dauphin County, 
Pennsylvania which held that the 


“Double Affirmation Clause” of Section 
501(e) of the Pennsylvania Unemploy- 
ment Compensation Law violated the 
due process clause of the United States 
Constitution. The suit was brought by 
a number of Pennsylvania employers 
who sought to prevent unemployment 
insurance payments to employees of the 
Westinghouse Electric Corporation until 
the the 


finally 


claimants 
the 


eligibility of was 


determined by Superior 
Court. 

During a strike in which the West- 
inghouse employees were engaged, a 
proposal that the dispute in question 
be referred to arbitration was made by 
the Governor. The Westinghouse Elec- 
tric Corporation rejected this proposal 
and the Department of Employment 
ruled that what had theretofore 
been a strike became a lockout because 
of the Company’s rejection of the terms 
specified by the Governor .”. West- 
inghouse appealed this ruling. 

Section 501(e) contains the “Double 
Affirmation Clause’’ whereby the pay- 
ment of unemployment benefits is per- 
mitted in the event of two administrative 
findings for the claimant even if an 
appeal is taken to the Courts. Since 
approximately $914 million dollars in 
benefits was involved, the Company con- 
tended that if such benefits were paid 
there would be a serious depletion of 
the Fund and an adverse effect on un- 
employment insurance rates. In view 
of these consequences the Company 
sought to prevent the payment of these 
benefits until the question of the “lock- 
out” was ruled on. 

The Courts not only held that no 


benefit payment should be made until 


there is a review of the eligibility ques- 
tion, but further held that the “Double 
Affirmation Clause” of the Pennsylvania 


Law was inconsistent with the due 
process of the Law. 

Provisions of new 

Social Security tax 

1956 being an election year, it was 


almost a foregone conclusion that the 
Social 


liberalized. 


Security would be 
The 
the new amendments are: 

1. Benefits 


Program 
major provisions of 
are made available to 
women at age 62 in various degrees: 

a. Widows can get the full amount 
which is presently payable at age 65. 
retire 
collect 80% of the full amount present- 


b. Working women can and 
ly payable at age 65. 

c. Wives of retired workers can collect 
75% of the full amount presently pay- 
able at age 65. 

c. Wives of retired workers can collect 
75% of the full amount presently pay- 
able at age 65. 

This change is applicable to benefits 
of November, 1956. 

2. Additional groups of self-employed 
have been brought under coverage. 
Physicians are the only major category 
presently left uncovered. 

3. Totally-disabled workers can col- 
lect benefits equal to normal retire- 
ment benefits starting at age 50. First 
payments are effective July 1, 1957. 
1957, bene- 
fits are payable to children, regardless 
of age, permanently and 
totally their 18th 
birthday, if their disability has con- 


4. Beginning January 1, 
who are 
disabled prior to 
tinued beyond age 18. In the case of 
a disabled child, the mother of the child 
will also be eligible for benefits so long 
as she continues to have the child in 
her care. 


5. To finance the disability provisions, 
an additional tax of 4 of 1% is levied 
against both the employer and employee 
on the first $4,200 of wages. The tax 
on self-employed is 34 of 1% 
$4,200 of income. This tax will be kept 
trust fund 
collected as part of the regular Social 
Security tax. The increased tax rates are 
effective January 1, 1957. 

This political approach to social se- 


on the first 


in a separate but will be 


curity liberalizations is presently being 
made the subject of searching examina- 
tion by many organizations. It is feared 
that too much may be expected of the 
Government's social security program 
and that in order to pay for continuous 
liberatizations the cost could become so 
high as to “discredit” the entire pro- 
gram. 

Msgr. John O'Grady, Secretary of the 
National Conference of Catholic Chari- 
ties, in testifyying before the Senate 
Finance Committee early this 
that the current amendments 
would increase the cost of the program 


year 
warned 


to 9% of payroll by 1975 and if Congress 
keeps lowering the age limits a 15% 
payroll tax may eventually be neces- 
sary. 


New changes in 
Mass. unemployment law 


BEGINNING with the calendar year 1957, 
employers will be eligible for reduced 
rates after benefits have been charged to 
their account throughout the 12 consecu- 
tive months ending on the prior Sep- 
tember 30th computation date. 

Effective claims filed and 
after October 1, 1956, benefits will range 
from a minimum of $10 weekly to a 
maximum of $35 weekly. The range 
formerly was $7 to $25 weekly. 

An individual may now receive total 
benefits during a benefit year equal to 
34% (formerly 30%) of his base period 
wages or 26 times his weekly benefit rate, 
whichever is lesser, and if the individual 
is certified as attending an industrial re- 
training course provided by the Depart- 
ment of Education in a vocational school 
of the Commonwealth or subdivision, 
his total benefits may be extended by 
ten times his benefit rate. The addi- 
tional benefits are only payable while he 
is attending such course and is other- 
wise capable of and available for work. 
These additional benefits, if not charge- 
able to any particular employer, are- 
charged to the solvency account. % 


with on 
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“| NEW COMBINED PAYROLL 
"| WITHHOLDING TABLES 





[HE NEW social security law increasing benefits also increased the amount you must withhold from your employees’ 
pay. This makes all previous withholding tables obsolete. You must now recalculate withholding deductions for 
every employee. These new tables make this work easy for you. 


Combined withholding tables enable you to cut in half the work of determining the amount to be withheld 
from each pay check. One employer with 10,000 employees saved over 500,000 entries last year through the 
use of these combined tables. 


These tables were prepared by the tax department of McKesson & Robbins, Inc., under the direction of Peter Dirr, 
who is also editor of the Payroll Taxation department of THe JourNaL or Taxation. The format has been tested 
in actual use during the past two years—the only change now is in the insertion of the new figures to give effect to 


the new law. 
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Each set of tables contains withholding for all pay brackets, showing both income-tax and social security with- 
holding separately and combined—for daily, weekly, bi-weekly, semi-monthly, monthly, and miscellaneous pay periods. 
\n easy thumb index makes any table easy to find. ‘Tables are printed on heavy ledger paper, spiral bound (it lies 


flat), in heavy cardboard cover, 22 pages, 814 x 11 inches. 
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ed Because these tables are an absolute essential at every payroll installation, a special discount is being made 
to now so that every payroll office can have one. Price, per set: $2.95. For 12 to 25 sets: 10% discount; 26 to 100 
cu- sets; over 100 sets: 15%, discount. 
P Your copies may be ordered now. The tables will be off the press November 15 and mailed at once in time for 
use after the first of January. 
nd ; r 
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Accounting 
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Facts which will provide capital gain 


on sale of equipment held for lease 


a. THIRD CIRCUIT has just given us 
a good answer to the troublesome 
question, so often litigated, of when 
is gain on sale of assets formerly leased 
capital or ordinary. In the Philber case, 
(Philber Equipment Corp., CA-3, revers- 
ing 25 TC 88) the court points out the 
several facts that cause it to conclude 
that the assets were not “held primarily 
for sale.” [See page 376. Ed.| 

So long as we have the rule of Sec- 
tion 117(j) of the old Code (Section 1231 
of the 1954 Code), we are going to have 
with us difficult problems in distinguish- 
ing between “property held primarily 
for sale” (the gain is ordinary), and 
property used in the business (the gain 
is capital). We think the court comes up 
well-reasoned 


with a analysis of the 


distinction between the two. We have 
drawn from the opinion those passages 
which are germane to this question. 
This is how the court put it: 

Taxpayer was engaged in the business 
of furnishing trucks, tractors and trailers 
to the public on a lease basis, principally 
to fleet operators who would rent from 
three to The 


during the fiscal years 1951 and 1952, 


fifty-five units. leases, 
[the years before the court. Ed.] were 
all for a 


number of units were retained by the 


one-year term although a 


lessees for a few months longer than 


one year, pending their replacement 
with new vehicles under a new lease... 
1951 1952 


the average number of units owned by 


During its fiscal years and 
taxpayer was one hundred seventy-five. 
Its gross rental income was $295,889.39 
for the fiscal year 1951, and $267,754.53 
for the fiscal year 1952. Except for $4,000 
all of the rental income for the years in- 
volved was received from nine cus- 
tomers. 

During the taxable years, existing con- 
ditions made it difficult or impossible 
to re-lease most of the equipment. Tax- 


payer knew that when equipment was 
purchased it would probably be able 
to rent the equipment for a period sub- 
stantially less than its useful life, and 
sale of the equipment would follow 
expiration of a lease. 

Taxpayer did not have a sales force, 
a showroom or other selling facilities, 
and it held no franchise from any manu- 
facturer, nor was it licensed under the 
Pennsylvania Motor Vehicle Sales Fi- 
Act. The vehicles previously 
rented were sold by taxpayer through 
its agent, Berman Sales Company (‘Ber- 
man’’). 


nance 


Berman, a large-scale dealer in 
trucks, tractors and trailers, is a partner- 
ship, the interests of which are held by 
the same persons who hold the capital 
stock of taxpayer and in the same pro- 
portions as their stock holdings. There 
was an informal but consistently fol- 
lowed Berman 
sold the trucks, tractors and trailers of 
taxpayer in the 


arrangement whereby 
normal course of its 
business. 

Taxpayer sold forty of its vehicles 
through Berman during the fiscal year 
1951. The net gain to taxpayer was 
$16,323.53. For the 1952, 
forty-five vehicles were sold resulting in 
a net gain to taxpayer of $33,247.31. 
Each unit sold had been held by tax- 


fiscal year 


payer for a period in excess of six 
months and was subject to an allow- 


ance for depreciation. 


Tax Court holding 


... The Tax Court made the factual 
finding that the vehicles sold constituted 
property held primarily for sale 
to customers in the ordinary course of 
petitioner’s trade or business, and the 
gain from the sales thereof is taxable as 
ordinary income.” 
With respect to that finding it must 
be noted it was in the nature of an ul- 
timate finding of fact and since such 


finding is but a legal inference from 
other facts it is subject to review free of 
the restraining impact of the so-called 
“clearly erroneous” rule applicable to 
ordinary findings of fact by the trial 
COUrt. &.. 


Purpose was rental 


With respect to the question as to 
whether or not taxpayer held the prop- 
erty primarily for sale to customers in 
the ordinary course of its trade or busi- 
ness, the Commissioner contends that 
“primarily” 
“essential” rather than “principal” or 
“chief”. In Rollingwood Corp. v. Com- 
missioner, 190 Fed. (2d) 263, 266-267 
(9th Cir. 1951), the Commissioner's defi- 
nition was adopted. Rollingwood was 


means “substantial” or 


one of the numerous war-time housing 
operation cases where individuals nor- 
mally in the business of selling houses 
were required to turn to rental activities 
due to war-time restrictions. Anticipa- 
tion of selling activities with respect to 
the rental housing is an important con- 
sideration in these 
that the rental 
sale is quite an inseparable factor in 


many of cases, so 


dual purpose of and 
determining for what purpose the prop- 
held. Whether 
“substantial” or 


erty is “primarily” 


“primarily” means 
“principal” is not dispositive of the ques- 
tion, and attempts to seek an alterna- 
tive definition of the statutory word are 
an illusive guide to the solution of a 
must rest 
variation of facts presented. Semantic 


problem which upon the 
excursions are often necessary to formu- 
late a working guide under inexplicit 
statutory phrasing; however, words are 
seldom meaningful unless the applica- 
tion to the facts is for the purpose of 
more clearly posing the question, not 
answering it. 

The basic problem is whether, as the 
Commissioner contends, the property 
was acquired for the dual purpose of 
leasing for a period substantially less 
than its useful life, and thereafter sell- 
ing; or, as the taxpayer urges, its pur- 
chase, use and ultimate disposition were 
directed to the single purpose of the 
operation of a truck rental business. We 
are here concerned with a going opera- 
tion which involves continuous rental, 
purchase and sale, and the determinative 
for which the 
property was held at the time of its 


factor is the purpose 
acquisition and during the period of its 
use... . The final sale of the property 
can only be decisive if the taxpayer's 
business was operated with the final 
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eains from the sale of the vehicles as a 
determining business purpose. We think 
the record supports the taxpayer's con- 
tention that the acquisition, use and 
disposition of its equipment was con- 
with the business 


sistent purpose of 


vehicle rental and not vehicle sale. 
With respect to the acquisition of the 
property, it is critically significant that 
the taxpayer never purchased a vehicle 
until a leasing arrangement had been 
made and that the type of vehicle so 
purchased was dictated by the particular 
‘Tax- 
payer carried no inventory or stock of 


requirements of the lessee. 


equipment. 


Concerning the use of the equipment, 


all property owned by the taxpayer was 
used as rental equipment. No right was 
given the lessee to purchase or acquire 
any interest in the leased equipment. 
Upon expiration of the lease, the equip- 
ment was returned to taxpayer to be re- 
placed, where another lease was agreed 
upon, with new equipment. 

Che frequency, continuity and sub- 
stantiality of sales are important factors 
to consider in determining for what pur- 
pose property is primarily held. How- 
factors 
taken 


ever, these are among many 


others to be into consideration. 


[} 


quired the substantial sales made, but 


ie nature of taxpayer's business re- 


such sales were not part of a business 
of selling trucks but rather the. natural 


conclusion of a vehicle rental business 


cycle. Further, the rental period was not 
the result of a voluntary act on tax- 
payer's part, but rather an unavoidable 
consequence of conditions existing in 
the business. The acquisition and dis- 
position of equipment was an essential 
aspect of the business of renting equip- 
ment and the officers of taxpayer were 
aware that property acquired must ul- 
timately be disposed of. Standing alone, 
such disposition, even though a neces- 
sary and frequent element of taxpayer's 
incon- 
sistent with the conduct of a rental busi- 


business, carmnot be considered 


ness or make the sale factor a dominat- 


ing business purpose of taxpayer. 


Sales agent affiliation irrelevant 


The fact that it elected to sell its 
equipment through the agency of Ber- 
man is not a decisive factor in determin- 
business The circum- 


ing its purpose. 


stance that it did not through its own 
facilities conduct the selling operation 
is another factor supporting the con- 
clusion that its primary business purpose 


was vehicle rental. To hold, as the Tax 


Court did, that employment of Berman’s 
sales facilities amounts to taxpayer itself 
engaging in the act of selling ignores 
the realities of the situation. True, the 
interests in taxpayer and Berman were 
identical, but both were legitimate busi- 
ness enterprises, and there is no sugges- 
tion in the evidence of any lack of busi- 
ness” purpose in the activities or rela- 
tionship of the two entities. Taxpayer's 
rental business was a_ practical con- 
comitant to its ownership interest in 
the Berman selling enterprise, and re- 
liance on the advantages of disposing of 
equipment through Berman was a logi- 
cal business arrangement. 


Change of purpose 


The Tax Court, as an alternative 
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ground, stated that even if the intention 
to sell had been absent at the time of 
the original acquisition, such intention 
did exist at the time of repossession from 
the lessee, and the determining factor is 
then the purpose for which the property 
was being held at the time of sale rather 
than the which it 
originally acquired and held. 

We cannot 


purpose for was 
subscribe to this “al- 
ternative ground”. To do so would make 
for judicial 
117(j). 


The essence of the 


nullification of Section 
Tax Court's al- 
that property 
changes character merely by the fact of 
its being exposed for sale. We agree with 
that concept is 
neither logical nor reasonable. * 


ternative ground is 


the taxpayer such a 


Senate hearings link gas-industry group 


fees to lobbying; may not be deductible 


=. SENATE COMMITTEE investigating 
large-scale lobbying on the natural 
gas bill recently pointed out that gas 
companies may have violated IRS rules 
by deducting as business expenses their 
contributions made to their lobbying 
group, the Natural Gas & Oil Resources 
Committee (NGO). The issue was raised 
when Leonard F. Mc Collum, president 
of Continental Oil Company, told the 
Senators that the group’s money was 
spent not on efforts to push the bill 
through the Senate but on a long-range 
educational program to promote better 
understanding of the industry. 

When Mr. Mc Collum intimated that 
most companies probably deducted the 
contributions as business expenses, the 
committee’s General Counsel, George 
Morris Fay, pointed out that expendi- 
tures for lobbying purposes are not de- 
The 
Senator McClellan, then developed the 
We've 
edited the transcript of the hearings, 


ductible. committee, headed by 


question of what is lobbying. 


both before and after Mr. Fay’s state- 
ment, to bring out the tax issue: 

Mr. Fay: Mr. McCollum, did the 
Natural Gas & Oil Resources Committee 
secure a ruling from the Internal Rev- 
enue Service as to its tax status? 

Mr. Mc Collum: I don’t think we did; 
I don’t think we even attempted. 

Mr. Carson {Mc Collum’s counsel]: I 
know that they did not seek such a rul- 
ing. 


Mr. Fay: Mr. Mc Collum, Continental 


Oil contributed a substantial sum ol 
money to NGO? 

Mr. Mc Collum: Yes sir. I don’t know 
what you mean by substantial. 

Mr. Fay: In excess of $10,000. 

Mr. McCollum: Yes sir. 

Mr. Fay: Do you Con- 


tinental Oil handled that contribution 


know how 
on its books? Was there a contribution 
to an educational committee, or was it 
merely a business expense? 

Mr. Me 
the books, but I would bet a dollar to a 


Collum: I haven’t looked at 


doughnut it was a business expense. 
Mr. Fay: Have you any knowledge as 
to how the other contributors to NGO 
handled their contributions? 
Mr. Mc 
this: At one time during or after the 


Collum: No sir, other than 
formation of this committee, the ques 
tion was raised about getting a tax 
exemption. So far as I remember, I and 
the other members of the committee 
took no interest in it. 

Mr. Fay: Are you drawing a conclu 
sion from that, that they undoubtedly 
handled the contribution the same way? 

Mr. Mc Collum: I am assuming they 
charged it to business expense. 


Other efforts 
A little later Mr. Fay questioned 
Mr. Mc Collum about the 
companies’ efforts to educate the public. 
Mr. Mc Collum: 1 think that the 
record will reflect that our little com- 


individual 


pany spends perhaps half a million dol- 
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IRS, SENATE INVESTIGATE 


THE QUESTION of whether payments 
to Natural & Oil 
Committee are deductible as ordin- 


Gas Resources 
ary business expense is being in- 
vestigated by IRS and by the Senate 
Committee to Investigate Corrupt 
Practices, it has been announced re- 
cently. IRS field agents are examin- 
ing NGO activities to try to deter- 
mine whether its activities are 
“lobbying,” hence nondeductible, or 
not. 











lars a year trying to inform the public 
on natural gas and oil business. This is 
in addition to our product advertising 
budget. 

McClellan: 


your company 


Senator In other words, 
carries on a continuous 
program? 

Mr. Mc Collum: 


continuous program. 


Yes, we carry on a 

Senator McClellan: How many years 
have you had that? 

Mr. Mc Collum: I the 
company seven or eight years, but it has 
been the larger part of that. We hope 
to continue and expand it. Some of that 


have been in 


is institutional advertising and selling, 
but a great deal of it is industry selling, 
that is, not product advertising, which 
is separate and apart. 
McClellan: 
charge it on your company’s expenses? 

Mr. Mc Collum: 
penses. 


Senator How do you 


Administrative ex- 
Senator McClellan: It is not charged 
as advertising? 
Mr. Mc Collum: No, 
budget is separate and apart from public 


advertising 


relations. 
Senator McClellan: You charge all 


public relations expense to the cost of 
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administrative expense? 

Mr. Mc Collum: The bulk of it would 
go there. 

Senator Thye: Has the Internal Rev- 
enue Service ever questioned that man- 
ner of carrying that expense on your 
books? 

Mr. Mc Collum: If so, it has not come 
to my attention. 

Mr. Fay: You are aware that Internal 
Revenue Section 23(a)(1), which relates 
to expenditures for advertising inci- 
dental to or expended for lobbying pur- 
poses, the promotion or defeat of legisla- 
tion and the exploitation of propaganda 
other than trade advertising, says that 
such expenses are not deductible from 
the gross income of a corporation? 

Mr. Mc Collum: I dare say our Gen- 
eral Counsel and Comptroller know, 
but I don’t know. 

Senator Anderson: Did you deduct 
the cost of those booklets you sent to 
the station managers and everybody else? 

Mr. Mc Collum: I don’t know. I 
would have to check. 

Senator Anderson: As a matter of fact, 
you did deduct them as expenses if you 
charged them to administrative expenses, 
didn’t you? 

Mr. Mc Collum: If they were charged 
to administrative expense, they would be 
a business expense. 

Senator Anderson: Would you regard 
that as compliance with that lobbying 
statute when you were trying to defeat 
legislation or promote legislation? 

Mr. Mc Collum: Now, wait a minute 
—the bulk of our public relations ex- 
penditures are not directed to obtaining 
legislation. 

Senator Anderson: Your oil company 
spent $57,000 in the NGO. Did you 
segregate that from your ordinary ex- 
penses under this lobbying provision? 
Certainly it was intended to influence 
legislation. 

Mr. Mc Let make the 
record straight: There was no lobbying 


Collum: me 
on the part of the committee at any 
time; we contributed the funds with the 
distinct understanding there would be 
no lobbying. The funds were charged to 
general business expense. 

Mr. Fay: Was it charged to any par- 
ticular item? 

Senator McClellan: When you say that 
these not contributed 
lobbying purposes, do you mean lobby- 
ing as applied to contacting members of 
Congress and trying to influence their 
votes? 


funds were for 


Mr. Mc Collum: Senator, I mean that 


it would in no wise violate existing 
lobbying laws. 

McClellan: 
it would not be used in any way that 


Senator In other words, 
would make your committee subject to 
registration under the lobbying law, is 
that what you mean? 

Mr. Mc Collum: That is right. 

Senator McClellan: But if a form of 
lobbying is building up public sentiment 
so as to influence legislation, then you 
could not say that the contribution was 
not made wholly or exclusively for pur- 
poses other than lobbying. 

Mr. Mc The effort of this 
organization was not solely or princi- 


Collum: 


pally even to obtain legislation imme- 
diately. It was to develop a background, 
as a result of which there could be 
legislation. Therefore, we considered we 
were not contributing money directly or 
indirectly to obtaining legislation, al- 
though we hoped or expected some re- 
sults would be favorable legislation. 

Senator McClellan: Could not other 
people place different interpretations 
on the action in that the ultimate re- 
sults or hope, or a part of it, was to 
influence legislation—that this would be 
a contribution to what we might term at 
the moment indirect lobbying? 

Mr. Mc Collum: If you leave out “in- 
direct lobbying,” I might agree with the 
statement more. 
McClellan: 
leave it out. 

Mr. Mc Collum: Then I will have to 
say “No.” 


Senator McClellan: You understand 


Senator I cannot quite 


that this committee, as well as trying 
to inquire into what may have tran- 
spired in connection with this particular 
bill, is also undertaking to develop what 
to date prevails as a general pattern in 
this field so that we might possibly 
recommend legislation to remedy condi- 
tions if we find they are not wholesome, 
even though not covered by present law. 
Therefore, the question arises whether 
a contribution to an educational pro- 
gram that has for part of its design and 
purpose the influencing of legisiation is 
a form lobbying in the broadest 
adaptation of the term. 


of 


Mr. Mc Collum: I am no expert on the 
Lobbying Act. Neither am I prepared to 
enunciate what might be the solution to 
your problem. It is crystal clear to me 
that the purpose and effort of this enter- 
prise or this campaign or this educa- 
tional program was far broader and is 
far broader and will continue to be far 
broader than one piece of legislation. 


-_ 
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If that should be regulated, I am not 
prepared to say. 

Senator McClellan: I am not prepared 
to say that it should be, but I think it is 
the duty of this committee to develop 
all facts and present-day practices in this 
field so that we might evaluate it and 
possibly arrive at some conclusion as 
to whether it is good, it ought to be 
continued, whether there ought to be 
regulation of it, 
whether any part of it should be pro- 


some legislative or 


hibited. 


I do not know what could or should 
be prohibited at the moment. But what 
I am trying to point out here is that this 
procedure which your committee fol- 
lowed may be construed as one form of 
lobbying. Obviously, your industry is 
not the only one that conducts an edu- 
cational program of this character, and 
some of these are obviously conducted 
primarily to build sentiment to influ- 
ence legislation. If that is its purpose, is 
not that a form of lobbying in the broad- 
est interpretation of the word? 


Profit from tax deferment (via depreciation ) 


is greater than is generally realized 


MM MANAGEMENTS aware that 
LV extra the deéfer- 


ment of tax liabilities through earlier 


are 
cash obtained by 
depreciation can be reinvested in the 
business at a profit pending its absorp- 
the the 


deferred liabilities. In developing this 


tion later on by payment of 


idea, George Terborgh, research direc- 
tor of Machinery and Allied Products 
Institute, points out that “it is even pos- 
sible, if a rate of profit is specified, to 
figure out what cumulative gain from 
this reinvestment will remain after the 
deferred payments have been made. It is 
that the 
advantage of faster deductions does not 


not always realized, however, 


depend on the reinvestment of the add- 


ed cash received in the early years, but 
exists even though this cash is with- 
drawn from investment entirely. In this 
case the gain appears in the form of a 
higher rate of after-tax return on the 
investment in the depreciable asset it- 
self.” 

MAPI is currently preparing a study 
on the effect of depreciation policy (es- 
pecially the accelerated depreciation per- 
mitted by the 1954 Code) on the earn- 
ings of depreciable assets. Pending the 
publication of the complete study, Mr. 
Terborgh has written a monograph 
Effect of the New Tax Depreciation 
Methods on the Earnings of Depreciable 
Assets. This interesting study has recent- 
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ly been published by the Institute. 

Mr. Terborgh demonstrates here how 
a higher rate of after-tax return is ob- 
tained on an investment in depreciable 
assets when the sum-of-the-years-digits 
method is used. 

The general principle involved in this 
improvement of the rate of return can 
be illustrated by a very simple example, 
he says. If an investor commits $1,000 
today and gets back $1,100 a year from 
now, his rate of return is ten per cent 
per annum. If, however, he gets back 
the $1,100 at the end of six months, his 
rate of return is 20 per cent. With the 
same recovery in three months, the rate 
is 40 per cent. Similarly, an earlier re- 
ceipt of the amounts available for capi- 
tal recovery and after-tax return over 
the life of a depreciable asset, arising 
from the use of a faster tax depreciation 
method, spells a higher rate of return. 

We have, let us say, a depreciable as- 
set costing $10,000 (all of which is as- 
sumed to be equity money), with a 
service life of ten years and no terminal 
salvage. The income tax rate is 50 per 
cent. The operating-margin (excess of 
revenue produced by the asset over cash 
operating costs) contribution starts at 
$3,594 the first year and declines to $359 
the final year. In the table below we 
trace the effect, onethe portion of the 
margin remaining for capital recovery 
and after-tax return, of substituting sum- 
of-digits for straight-line tax deprecia- 
tion. 

What do these differences do to the 


Computation of Amounts Available for Capital Recovery and After-Tax Return, with Straight-Line and 














Tox Depreciation Taxable Income Income Tax Operating Margin after Tox 
Assumed % | ae | | ee 7 Vegeta ob 
Year of Service Operating With | With With With With | With 
Margin Straight-line Sum-of-digits Straight-line Sum-of-digits | Straight-line Sum-of-digits Straight-line Sum-of-digits 
Contribution (1-2) | (1-3) | (50 per- (50 per- (1-6) (1-7) 
| cent of 4) cent of 5) 
(1) (2) (3) (4) (5) (6) (7) (8) (9) 
ated a a ee eee e | ‘. metas ad. -* 
1 $3,594 $1,000 $1,818 $2,594 $1,776 $1,297 $888 $2,297 $2,706 
2 3,234 1,000 1,636 2,234 1,598 1,117 799 2,117 2,435 
3 2,875 1,000 1,455 1,875 1,420 938 710 1,938 2,165 
4 2,516 1,000 1,273 1,516 1,243 758 621 1,758 1,894 
5 2,156 1,000 1,091 1,156 1,065 578 533 1,578 1,624 
6 1,797 1,000 909 797 888 398 444 1,398 1,353 
7 1,438 1,000 727 438 710 219 355 1,219 1,082 
8 1,078 1,000 545 78 533 39 266 1,039 812 
9 719 1,000 364 —281 354 —141 177 859” 542 
10 359 1,000 182 —641 178 —320 89 680” 271 
Total $19,766 $10,000 $10,000 $9,766 $9,766 $4,883 $4,883 $14,883 $14,883 

















With Sum-of-Digits Tax Depreciation, for the Hypothetical Asset Described* 














bAssumes that the excess straight-line deductions of Column 4 can be offset against income from other sources. 
‘Figures may not check exactly because of rounding. 
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after-tax rate of return on the invest- 
ment in the asset? To answer this ques- 
tion we must find the rates of discount 
at which the figures of Columns 8 and 9 
have a present worth, at the beginning 
of the 


inally 


service life, of the amount orig- 


invested—$10,000. The rate for 





Sums received on stock sale not taxable 


The 
by taxpayers upon sale of their 50% 


as compensation. $60,000 received 
stock interest to the remaining share- 
holder is held to be consideration for 
the sale of the stock. No part of this 
sum was compensation for taxpayer’s 
termination of his employment with the 
corporation. Marcelle, TCM 1956-223. 

“When and if issued” sale effective on 


date of issuance. Taxpayer sold the 
right and option to acquire oil and gas 
leases “when and if issued,” payment 
being contingent upon the issuance of 
the leases under pending applications 
with the Department of the Interior. 
The 


came effective as a contract of sale when 


court holds the agreement be- 
each lease was issued; the resulting gain 
was therefore a short-term capital gain. 


Lack, TCM 1956-222. 


CAPITAL GAIN 


Capital gain on sale of trucks purchased 
for rental. ‘Taxpayer-corporation was in 
the business of renting trucks. It bought 
trucks only when it had a lessee for 
It sold 
trucks on the expiration of the lease 


them. It carried no stock. used 


agreement when re-rental was usually 


not feasible. These sales were made 
through a dealer-partnership composed 
of its stockholders, each of whom had 
the same proportionate interest in each 
The held that the 
trucks were held primarily for sale. This 
that trucks 


acquired, used and sold as part of a 


entity. Tax Court 


court holds the were 
rental business, and that the sales were 
the normal ends of renting cycles. The 
trucks were held primarily for use in 
the rental business. Gains on their sales 
are capital. [See comment, page 372. 
Ed.| Philber Equipment Corp., CA-3, 


9/27/56. 


Attorneys had ordinary income from 
sale of lots. Taxpayers, practicing at- 


torneys, purchased unimproved prop- 


December 1956 


Column 8 is 10.00 percent and for Col- 
umn 9 is 11.37 percent. In this case, 
the of sum-of- 
digits tax depreciation for straight-line 


therefore, substitution 
increases the after-tax return by 1.37 per- 
centage points, or by 13.7 percent of the 
straight-line return rate. w 


erty in 1944. In 1946, they improved the 
property and subdivided it into 46 
lots. That same year they listed the lots 
for sale and sold four of them. The fol- 
lowing year they sold two more, and 
in 1948, they sold ten more. Taxpayers 
claimed capital gains treatment for the 
1948 The holds that the 


property was held by taxpayers in 1948 


sales. court 
primarily for sale to customers in the 
ordinary course of a trade or business. 
Skopil, DC Oreg., 9/24/56. 

Improved rental properties are not 
capital assets. ‘Taxpayer-trust realized 
losses on the sale of improved rental 
properties. The losses are held to be 
ordinary losses on “property used in a 
trade or business” and are not available 
as a capital loss carryforward. Stern 
Trust, 26 TC No. 152. 


Post office lease-purchase agreement a 
sale of real property. A lease-purchase 
agreement under the Post Office Depart- 
ment Act of 
a building to the U. S. by the successful 
lease-purchase bidder. The profit from 


1954 constitutes a sale of 


the sale may be reported under the in- 
stallment method. That portion of each 
installment which represents interest on 
the unpaid purchase price is to be 
is includible in 
gross income. Rev. Rul. 56-498. 


separately treated and 


Sale of timber results in ordinary in- 
come. Having at no time engaged in 
logging activities, a lumber company 
sold timber to others who agreed to do 
the logging. Since the timber sales were 
the 


timber 


the only activities carried on by 
company, the court holds the 
was “property held for sale to customers 
in the ordinary course of business.” Ac- 
cordingly, gains derived from the sales 
could not qualify as capital gains under 
Section 117(j); they were ordinary in- 
come. [Section 117(j) applies only to 
property used in the business. The pro- 
visions of Section 117(k) allow capital 
gain on cutting of timber only if the 


owner maintains an economic interest 
in the timber. Ed.] Ah Pah Redwood 
Co., 26 TC No. 149. 


Seller of houses was primarily landlord; 
gain is capital. 
houses which he 


Taxpayer owned 22 
rented. In 1945 
1946, he sold some of the houses. The 


and 


Commissioner contended that taxpayer 
was a dealer and that gains from other 
sales in 1947 and 1948 were not capital. 
The held 
primarily for rent, and not for sale; 


court finds the houses were 
taxpayer, it holds, was trying to accumu- 
late rental property for income. Since 
gains from sales of property used in a 
trade or business are capital gains, tax- 
payer did not have ordinary income on 
the sales. King, DC Tex., 9/7/56. 


Ordinary income on sale of lots. In- 
from the is held to 
be ordinary income rather than capital 


come sale of lots 
gain. The property was subdivided and 
actively advertised, and the sales were 
frequent and had a definite continuity. 
That the activities were carried on by 
others for taxpayer’s benefit did not 
affect the business character of the 
operations. McDonough, TCM 1956-215. 


Recovery on claim received in corporate 
liquidation is capital gain. Upon dis- 
solution of a trading corporation, tax- 
payer as stockholder received in liquida- 
tion a claim for a shipment of mer- 
1941. The 
no value 


China lost in 


the 


chandise to 


court finds claim had 
then. A recovery on the claim by tax- 
payer five years later is held to con- 
stitute long-term capital gain and not 
ordinary income. Burnett, TCM 1956- 


210. 


Lawyers trading in vacant lots were 
dealers. A lawyer and real estate broker, 
the taxpayer purchased in conjunction 
with two other lawyers over a four-year 
period 200 vacant encumbered city lots. 
Generally, they sold the lots to construc- 
tion companies or contractors, after the 
liens were cleared. They did not ad- 
vertise. The court holds the purchases 
and not 
sporadic, but were continuous and sub- 


sales were infrequent and 
stantial. Taxpayer was therefore a dealer 
in vacant lots; the gain derived from the 
sale was taxable as ordinary income, and 
was also subject to the self-employment 
tax. Philbin, 26 TC No. 145. 


Ordinary loss on sale of rental property. 
In May 1944, a beneficiary of a trust re- 
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ceived an undivided one-fifth interest in 


certain real property. From that time 
until she sold the property at a loss in 
February 1945, she. and the other co- 
owners rented the property for income 
purposes. The loss on sale was an ordin- 
ary loss from realty used in a trade or 


business. Post, 26 TC No. 135. 


DEDUCTIBILITY 


Can deduct payment to OPA; had rea- 
sonably expected approval of over-ceil- 
ing price. Taxpayer had charged more 
than its ceiling price during September 
1942 to January 1943, but in billing cus- 
tomers, it had stated the situation and 
offered a refund if the ceilings were not 
The OPA did 
subsequently amend the price, but not 
Che OPA ordered the tax- 
the overcharge (without 


changed retroactively. 
retroactively. 
payer to pay 
penalties) to the Government. The court 
affirms the trial court’s allowance of this 
payment as a deduction. The taxpayer 
had good reason to expect the change 
would be retroactive, and to allow the 


deduction would not be contrary to 


public policy. Star Kist Foods, Inc., 
CA-9, 9/21/56. 
Demolition loss allowed; decision to 


raze made after purchase. In order to 
acquire a suitable site for an auto-sales 
agency, taxpayer was forced to buy an 
adjoining lot and residence as part of 
the deal. At the time of purchase, he 
planned to remodel the residence for 
commercial-rental purposes, but because 
costs were too 


high, the plan was 


abandoned. Later, when he found he 
was unable to rent the building, he had 
it demolished. The Tax Court holds the 
cost of demolition was deductible. 
Although no loss is allowable on prop- 
erty purchased with the intention of raz- 
ing it, this taxpayer at the time of pur- 
intended to use the 
Maples, TCM 1956-217. 


chase building. 


Beer dealers can’t deduct expense of 
campaign to defeat legislation by refer- 
endum. Taxpayer, a wholesale beer dis- 
tributor contributed to a fund which 


beer and wine dealers established to 


deteat, by publicity, proposed legisla- 
tion which would place retail beer and 
wine sales in state-owned and -operated 
stores. The proposal was in the form of 
an initiative or referendum measure. 
The court holds that the Regulations 
have long provided that funds spent to 


influence legislation are nondeductible. 


Whether the funds are 


fluence members of a legislature or the 


spent to in- 


general public with respect to an in- 
itiative measure is immaterial. 
marano, DC Wash., 3/19/56. 


Cam- 


Automobile taxes must be capitalized. 
Taxpayer purchased a new Cadillac for 
his business. The court holds the amount 
paid representing Federal excise and 
state sales taxes should have been capi- 
talized and was properly disallowed as a 
deduction. Berry, TCM 1956-208. 


Remodeling costs must be capitalized. 


Taxpayers leased a former bowling 
alley which was in very bad shape. They 
proceeded to remodel it to make it suit- 
able for the operation of bingo games. 
Of the $22,500 they expended for the 
installation of washrooms, heating and 
air conditioning equipment, a com- 
pletely new floor and other items, only 
the cost of temporary facilities con- 
structed to permit the continuance of 
business during reconstruction is allowed 
as a repair expense. McDonough, TCM 


1956-215. 


DEPLETION 


No revision of depletion allowance; 
error was ascertainable. Taxpayer is 
denied in 1954 a revision of its deple- 
tion allowance for 1948 and 1949 on the 
basis of corrected estimates of recover- 
The 
estimate was readily ascertainable dur- 


able units. error in the prior 
ing 1948 and 1949, but it was not in 
fact determined until later. Consequent- 
ly, the computations for the taxable 
years should stand as in accord with the 
facts as actually known then. Ah Pah 


Redwood Co., 26 TC No. 149. 


ACCOUNTING METHODS 


Accrual-basis taxpayer has loss in year 
title passed, not year contract to sell was 
signed. The contract to sell was entered 
into in 1947, but title was not trans- 
ferred until 1949 because of difficulties 
in perfecting title. In the event of 
damage to the property, the purchaser 
could have refused conveyance. In hold- 
ing that the loss was not sustained in 
1947, the court stresses the retention of 
possession and the risk of loss. Rich 


Lumber Co., CA-1, 10/11/56. 


Court permits Commissioner to disallow 
accruals despite taxpayer’s inventory. 
Although the taxpayer used inventories, 
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the court holds that the Commissioner 
may The 
court remarks briefly that the Commis- 


disallow accrued expenses. 
where the 
books do not clearly reflect 


Wasson, DC Tex., 9/12/56. 


sioner has wide discretion 


income. 


Installment election requires timely and 
affirmative action. In their 1950 returns, 
taxpayers reported the full net gain on 
the sale of realty. They are held pre- 
cluded from thereafter electing to use 
the installment method. Vischia, 26 TC 
No. 132. 


WHAT IS INCOME? 


Naval retirement pay for other than 
physical disability taxable. Taxpayer 
voluntarily retired from the Navy in 
1931 for reasons of age and length of 
service. He was recalled to active duty 
in 1941 and later released when found 
unfit. Upon release he continued to re- 
allowances based 


ceive pay upon his 


original retirement status. Since the 
allowances were not based upon “sick- 
ness or personal injuries resulting from 
active service,” no grounds existed for 
exclusion of the payments. McNair, 26 


TC No. 154. 


Cancellation of debt by merchandise 
creditors not gratuitous. Creditors of 
taxpayer, a coal and oil dealer, agreed 
$26,000 in full 
accounts in the 


to accept payment of 


settlement of their 
amount of $96,000. After the debt can- 
cellation, taxpayer was solvent in the 
amount of $28,000. The court holds the 
creditors obtained the best settlement 
possible; there was mo intent to make 
a gift. Ordinary income was therefore 
realized to the extent of the debtor’s 
solvency after the cancellation. The tax- 
benefit rule is held not applicable be- 
cause of the absence of any relationship 
between the cancellation and losses in- 
curred in the purchase and sale of coal 
and oil in a prior year. Capitol Coal 
Corp., 26 TC No. 148. 


Prisoner of war payments excluded from 
Under the War Claims 
1954, the U. S. 


who 


gross income. 
Act Amendments of 
Government paid those became 
prisoners of war during the Korean con- 
flict. Since this pay is compensation for 
damages, it is not includible in gross 


income. Rev. Rul. 56-462. 


Withholdings for state retirement plan 


taxable. Amounts deducted from the 
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compensation of employees of the State 


of Arizona and credited to their re- 


tirement accounts constitute taxable 
gross income in the year deducted. Rev. 


Rul. 56-473. 


Casino dealer’s “side money” is compen- 
sation. Amounts received by a dealer in 
a gambling casino as the result of wagers 
made in his behalf by the patrons are 
not gifts but constitute taxable compen- 
IC No. 153. 


sation. Bevers, 26 


OPERATING LOSSES 
Corporate loss allowed individual as 
operating loss; he contracted to assume 
it. ‘Taxpayer contracted with a corpora- 
tion to carry on its operations and busi- 
ness. In return, he was to receive all of 
the profits and absorb all of the losses. 
The 


“business” of 


court holds 


the 


performing the services 


taxpayer was in 
under the contract. A corporate loss of 
$87,000 which taxpayer was required to 
make good was therefore deductible by 
him as a business loss and was available 
as a net operating loss carryback. Ripley, 
26 TC No. 150. 


No annualization of short period net 
loss. A net loss sustained during a short 
taxable period occasioned by a change 
of accounting period may not be an- 
nualized for carryback or carryover pur- 
poses. The Code does not permit an- 
nualization for this purpose. [For the 
purpose of computing tax, income fot 
such a short period is annualized.] Rev. 
Rul. 56-463. 


Loss carryover from 1944 must be ap- 
plied to 1945 loss year before 1946. In 
1944, taxpayer sustained a net loss which 
he carried over to 1946 as a net operat- 
ing loss deduction. He contended that 
since he 1945, 


were 


sustained a net loss for 


no adjustments to the carryover 
required for any Section 122(d) items 
used in computing the 1945 loss. The 
court disagrees; it holds that since the 
net “loss” for 1945 after Section 122(d) 
adjustments resulted in an income which 
exceeded the net operating loss carry- 
over from 1944, there was nothing avail- 
able for carryover to 1946. Rubin, 26 
TC No. 139. 


OTHER DECISIONS 
Advances to bankrupt corporation are 
nonbusiness bad debt. Advances of some 
$10,000 by the 


one in check-cashing 


December 1956 


business to a corporation manufacturing 


furniture are held to be loans which 
became worthless when the corporation 
went into bankruptcy. As taxpayer was 
not in the money-lending business and 
the loans were not proximately related 
to his check-cashing activities, the loans 
were to be treated as a nonbusiness bad 


debt. Feingold, TCM 1956-214. 


Corporation cannot deny existence as 


separate entity. Taxpayer contended 
that although it was a corporation in 
form, in truth and fact it was the alter 
ego of one Jordan, its 98% stockholder, 
and was therefore not liable for any 
corporate income tax. The Tax Court 
holds otherwise. Taxpayer always oper 
ated as a corporation; it was formally 
incorporated, stock was issued, bylaws 
were adopted, directors were elected, 
minutes were kept, corporate records 
were maintained, and corporation in 


filed. 


the court holds that although taxpayer 


come tax returns were However, 
was a personal holding company, no 
liability for the personal holding com 
pany surtax exists because the corporate 
income was distributed to Jordan as it 
was received and such distributions 
qualified for the dividends paid credit. 


Sebago Lumber Co., 26 TC No. 137. 


Crop shares income when reduced to 


cash. Whether the cash or accrual basis 
is used, crop shares received as rent are 
to be reported as rental income only 
when they are reduced to cash or its 
equivalent. A farmer who uses the crop 
share received as feed for livestock is 
not considered as having reduced his 
share to money or its equivalent. There- 
fore, the receipt does not affect eithe 
credit or self- 


employment income. Rev. Rul. 56-496. 


the retirement-income 


Market value _ basis property 


acquired at foreclosure. A warehouse 


for 
had been sold at a foreclosure sale for 
$350,000 to a committee 
which held $535,000 of the $550,000 in 
defaulted bonds issued by the owner. 


bondholders 


The bondholders transferred the prop- 
erty to taxpayer in a tax-free exchange. 
As the bondholders could have bid in 
the property at any amount up to the 
full face value of the bonds plus in- 
the the warehouse for 
depreciation is held to be its fair market 
value at 


terest, basis of 


foreclosure which de- 
at $450,000. Furthermore, in 
computing taxpayer’s invested capital 


for its excess profits tax, the $450,000 


was 
termined 


value was to be allocated between. the 
bonds and stock issued in exchange for 
the property. Merchants Warehouse Co., 
TCM 1956-221. 


Abandonment “identifiable event” for 
worthlessness. Taxpayer owned royalty 


interests on lands in which oil com- 


for 
mineral development. The failure of 


panies had purchased oil leases 
the oil companies in 1949 to pay rentals 
to keep in effect their leases was held 
the 
property for oil development. Accord- 


to amount to an abandonment of 


ingly, taxpayer’s royalty interests be- 
came worthless in the same year. Lack, 


I'CM 1956-222. 


Cash-basis taxpayer doesn’t realize cash 
on “receipt and option” sale until cash 
is received. |Non-acquiescence| A dece- 
dent who had been reporting on the 
cash basis sold some farm property in 
The 


sale, 


1947 under a “receipt and option.” 


court treats the transaction as a 


though some Colorado courts regard 
such documents as mere options. The 
document called for a down-payment 
and annual installments over succeeding 
years until the full purchase price with 
interest was paid. The contractual ob- 
ligations were held not amounts realized 
in 1947. The Code 


realized on a sale as 


defines amount 


cash plus fair 
market value of other property. How- 
ever, the “receipt and option” is in no 
sense a note, mortgage, or other obliga- 
the 
income, even though the taxpayer is on 


tion of buyer such as would be 


a cash basis. It is a mere schedule of 


payments, in effect an account receiv- 
able. It has no value. Since the payments 
were not in excess of his basis for the 
property sold, he realized no gain on the 
sale in 1947. Hurlburt Estate, 25 TC 


No. 152, non-acq., IRB 1956-37. 


No deductible loss on Eisler’s forfeiture 
of bail; recovery possible. In 1947, tax- 
payer deposited $20,000 as bail for Ger- 
1949 
when Eisler fled from the country. How- 


hart Eisler which was forfeited in 


ever, taxpayer did not sustain a loss in 


1949 because at that time it had out- 
standing indemnity agreements from 


various persons for the repayment of the 
funds. It was not clear in 1949 (nor was 
it clear at the time of decision) that the 
indemnity agreements are worthless. The 
court also holds that funds obtained by 
taxpayer were not income; they were 
contributions or gifts. Bail Fund of the 
Civil Rights Congress, 26 TC No. 57. 
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What to do about the new intent test in 


thin incorporations; more on Gooding 


P 
Las 


by ROBERT W. MANLY 


month we considered here the approach the Tax Court is taking on thin- 


incorporation cases. Now Mr. Manly gives us a thoughtful analysis of the cases 


following Gooding. He provides us with some extremely-valuable suggestions the 


stockholder-debtor can use to forestall tax trouble 


| N Gooding Amusement Co.,\ the Tax 
Court took a new approach to the oft- 
litigated problem of the status of debts 
of a close corporation to its controlling 
stockholders. It found that the persons 


holding both the stock and the notes 
were essentially interested in the corpo- 
ration as stockholders and that they 


never intended to enforce their rights as 
creditors to the detriment of their inter- 
ests as stockholders. These findings were 
based upon the testimony of Mr. Good- 
ing, the corroborated inferences drawn 
from the position of the ordinary stock- 
holder owning a pro-rata share of the 
debt, and the presumption of the cor- 
Commissioner's deter- 
the 
of the taxpayer, it was found that there 


rectness of the 


mination. Contrary to arguments 
was no substantial business purpose for 
notes rather than addi- 
that the 


used to 


the issuance of 


tional stock and notes were 


shams which were avoid tax. 


That the corporation was adequately 
capitalized by normal standards (about 
a one-to-one ratio) was held to be not 
The 
proaches a rule that such stockholders 


decisive of the issue. result ap- 


may not be creditors. 

Issuing a considerable portion of debt 
securities to stockholders upon the for- 
mation of a corporation has provided 
many tax advantages. Stockholders could 
withdraw the earnings of a successful 
business in the form of tax-free repay- 


ments of the principal of their loans; a 
corporation could pay a return to the 
stockholders on a portion of their invest- 
ment in the form of deductible interest 
and, in some cases, stockholders were 
able to deduct a business bad debt in- 
stead of a capital loss on worthless stock 
if the business failed. These tax advan- 
tages constituted one of the most widely 
known and supposedly sound “loop- 
holes” in the tax structure. 

Prior to the Gooding decision, in 
cases involving no ambiguity in the in- 
struments of the indebtedness held sub- 
stantially pro rata by the stockholders, 
the courts generally denied the existence 
of a debtor-creditor relationship only if 
the ratio of debt-to-equity capital was 
greater than four to one. That showed 
the corporation to be inadequately capi- 
talized. ‘The Commissioner has acqui- 
esced in Ruspyn Corporation? where a 
debt-to-equity ratio of three and one-half 
to one was held to establish the deben- 
tures in question as bona fide indebted- 
ness. 


The Gooding facts 


Gooding, his wife and daughter owned 
a partnership business which they trans- 
ferred to a newly-organized corporation 
for all of its stock and certain five-year 
serial notes. There was a gain on the 
transfer on which a capital gains tax was 
paid. Subsequently the corporation paid 
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a portion of its notes but defaulted in 
payment of the remainder. At this time, 
it was borrowing substantial amounts 
from banks. These loans were promptly 
repaid. This subordination of the stock- 
holders’ notes was declared “too marked 
to permit us to find that a bona fide 
debtor-creditor relationship was estab- 
lished.’”’4 

The key to the Tax Court’s approach 
to the problem is found in its statement, 
which was quoted with apparent approv- 
al by the Court of Appeals: 

“The most significant aspect of the 
instant case, in our view, is the complete 
identity of interest between and among 
the three noteholders, coupled with their 
control of the corporation. . . . It is, in 
our opinion, unreasonable to ascribe to 
the husband petitioner, F. E. Gooding, 
an intention at the time of the issuance 
of the notes ever to enforce payment of 
his notes, especially if to do so would 
either impair the credit rating of the 
corporation, cause it to borrow from 
other sources the funds necessary to meet 
the payments, or bring about its disso- 
lution.” (Italics supplied.) 

Upon this basis, the Tax Court held 
that the payments of the notes were 
essentially equivalent to taxable divi- 
dends paid to stockholders. The court 
denied the interest deduction claimed 
by the corporation. It also held that the 
property ostensibly acquired by the cor- 
poration for notes was actually acquired 
for stock in a transaction under Section 
112(b)(5) of the Code, and that the basis 
of such property was not increased by 
the gain which had been erroneously 
recognized and taxed to the stockhold- 
ers. This ruling, of course, reduced the 
corporation’s allowable depreciation de- 
duction. 


Subsequent cases 
The 
opinion on November 30, 1954. Since 


Tax Court filed the Gooding 
then, most of the decisions have relied 
on the old ratio test to determine status 
of corporate debt held by stockholders, 
although they repeatedly stated that the 
intention of the parties is determina- 
tive. However, it should be observed 
that these cases, almost without excep- 
tion, involved debt ratios in excess of 
the key ratio of three and one-half to 
one approved by the Ruspyn Corpora- 
tion case and undoubtedly were tried 
by the Commissioner upon that theory. 

One of these recent cases, Estate of 
Herbert B. Miller,5 involved a debt ratio 
of some 175,000 to 1, but the Tax Court 
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did not base its decision that the notes 
in question were in fact risk capital 
upon the thin-incorporation test. Rath- 
er, it followed the lead of its Gooding 
that the stock- 
holders had no intention to act as credi- 


decision by inferring 
tors in the absence of business purpose 
for the debt structure of the corpora- 
tion. That the notes in question were 
secured and were not expressly subor- 
dinated to obligations to other creditors 
was stated to be not impressive. The 
Tax Court found that the partners who 
incorporated the partnership business 
intended that all the assets “should re- 
main indefinitely at the risk of the going 
business as part of its permanent capi- 
tal The Tax Court contin- 
ued: ““To be sure the partners undoubt- 


structure.” 
edly expected earnings to be suffi- 
ciently high that in a relatively short 
time they would be able to withdraw 
sums without impairing necessary 
capital; and subsequent events seem to 
prove this expectation to have been jus- 
tified. . Only surplus earnings, to be 
subsequently acquired as the result of 
successful 


the business, 


were in fact intended to be withdrawn. 


operation of 


It demonstrates plainly to us that 
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the partners intended to use the notes as 
a device to siphon subsequent earnings 
from the enterprise while leaving the 
basic business assets with the corpora- 
tion.” The court added: “In the light 
of all of the surrounding facts and cir- 
cumstances, it is not reasonable to accept 
the absoluteness in form of the notes at 
face value. To do so would impute a 
willingness on the part of the partners 
to endanger their chief source of liveli- 
hood.” 

1956 
the 


Tax Court 
to 
these questions in a memorandum de- 
cision, Ryan Contracting Corporation. 
Closely the 
Gooding case, it based its opinion on 
the lack the 
of to 
demand repayment of the amounts ad- 
the 


the 
new approach 


On August 17, 


again applied 


following its decision in 
5 


of evident intention 


the 


on 
part stockholder-creditors 


vanced and admitted fact that it 
would have been impossible to operate 
the corporate business as it was without 
the funds in question. It is significant 
that the Tax Court expressly stated that 
it did not the 
corporation was a thin corporation “be- 


not decide whether or 
cause whether it was or not is only one 
of facts to be considered. . . 
The presence or absence of any non-tax 


many 


business purpose for the issuance of the 
notes was not discussed. 


How to plan in future 


In planning the organization of new 
corporations, it is suggested that the tax- 
saving objectives of a thin incorpora- 
tion can often be achieved by loans 
from outsiders, possibly even if guaran- 
teed by stockholders. Existing corpora- 
tions caught in the Gooding trap may 
be able to extricate themselves and their 
stockholders by refinancing their debt 
with outsiders. In theory, such present 
action will not overcome an existing 
intention at the time of the original 
issuance of the indebtedness, but pay- 
ment out of borrowed funds will be evi- 
dence of an intention to act as a credi- 
tor as indicated by the italicized portion 
of the Gooding opinion which is quoted 
above. 

It appears that the stockholder-credi 
tors may solve their problems if they 


can arrange for an unconditional sale 
123 TC 408, aff'd, 6th Cir. (8/1/56). 
218 TC 769. 


8 326 U.S. 521. 

‘See, however, John W. Walter, Inc., 23 TC 550, 
acq., where the subordination of notes held by a 
sole stockholder was ruled to be not significant. 
524 TC 923, on appeal to the Ninth Circuit. 
®See Kraft Foods Co., CA-2, 4/24/56 [5 JTAX 
37). 


[Robert W. Manly is an attorney and 
certified public accountant. A graduate 
of the Harvard Law Business 
Schools, he is associated with the Chi- 
cago law firm of Miller, Gorham, Wes- 
cott and Adams.]| 


and 


of the debt to an unrelated third per- 
son. Such sales usually will be possible 
at the time the due date or call date of 
the indebtedness is at hand. Assuming 
that the not a 


sale sham, there 


would be no distribution by the corpo- 


was 


ration to a stockholder which could give 
to consequences. Only 
capital gain or loss would result. In any 
event, no default or subordination of 
the debt held by stockholders should be 
permitted. 


rise dividend 


Although we should not delude our- 
selves by wishful thinking, there is hope 
that, even if the Miller case is not over- 
ruled on the appeal which is pend- 
ing, application of the Gooding and 
Miller cases will be at least substantially 
limited. The dissent to the majority 
opinion on the appeal of the Gooding 
case may convince a majority in future 
appeals. The dissent stated that the 
notes were, in substance as well as form, 
legally enforceable obligations which at 
all times were represented as such, and 
that there was no evidence from which 
reasonable drawn 
that the parties did not intend that the 
notes should create a bona fide indebt- 
edness.& 


inference could be 


The requirement that a creditor must 
intend to exercise all of his rights as 
such, even to his own detriment, appears 
to be an extreme position taken to pre- 
vent tax avoidance. Bona fide creditors 
often consent the of 


claims and to extensions of maturities. 


to subordination 


Corporations and their stockholders 
should be entitled to issue whatever 
classes of securities and in whatever 


proportions they may choose, within rea- 
son, regardless of tax consequences. The 
fact that it is intended to pay off debt 
out of earnings does not appear to war- 
rant the taxation of payments of prin- 
cipal as dividends. It is rare that a 
corporation does not intend to pay its 
debts out of income except in the case 
of seasonal borrowings. 

The Gooding and Ryan cases dealt 
with corporations owned by one family. 
The Miller case involved a three-man 
partnership 
with 


which was _ incorporated 
grossly-inadequate capital and 
probably could have been decided on 


that ground alone. The application of 
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the Gooding case might well be limited 
to family-owned corporations or at least 


to those in which the number of share- 
holders is relatively small. The validity 
of the inference that stockholder-credi- 
tors do not intend to enforce their credi- 
tor rights tends to break down if the 
stock of the corporation is not held by 
one man or a group dominated by one 
if minor, scattered interests 


man and 


are involved. 


The general application of the Good- 
ing principles would represent a major 
change in the understanding of basic 
concepts of tax law. It is submitted that 
such changes should be made by statute 
rather than the Whether the 
change is accomplished by statute or by 


courts. 


the courts, it would certainly not be 
equitable to apply it retroactively in 
view of the Commissioner’s acquiescence 
in the ratio of debt test. w 


Four important new rulings under 


Subchapter C show IRS sympathetic, sound 


EPTEMBER 10, 1956, was a prolific day 
S for the Commissioner in the field of 
Subchapter C. On 
nounced four rulings, each on a sig- 


that day he an- 


nificant question affecting a_liquida- 


tion, a redemption, a spin-off and a 
split-off. In each ruling the Commis- 
sioner applied a sensible and sympa- 
thetic approach to the taxpayer's prob- 


lem 


Net operating losses and Section 337 
Rev. Rul. 56-448 (IRB 1956-37, 11) 
solves favorably the troublesome prob- 
lem of whether a corvoration having 
unrealized gain in a Section 337 liquida- 
tion will thereby lose all or part of the 
operating loss carry-back. Frequently a 
liquidation is induced by a substantial 
operating loss, but in the process of 
winding up and selling assets, the corpo- 
ration may have considerable gain from 
such sales. Thus, Jones Corporation has 
an operating loss in 1956 of $200,000 
and unrealized gain of $250,000 from 
the sale of assets under Section 337. If 
the gains (which are, of course, not 
taxed to the corporation under Section 
337) could be used to offset the operat- 
ing loss, the result might be discouraging 
dissuade the 


enough tot management 


from carrying out a properly timed 
liquidation. 
Fortunately, Internal Revenue has 
properly construed the provisions of the 
operating loss section (Section 172 of 
122 of the 


1939 Code) so that the unrecognized gain 


the 1954 Code and Section 


under Section 337 will not require any 
adjustment to the carry-back. Hence, 
the operating loss deduction in the 
earlier year is not to be reduced by the 
Section 337 gain. 

Chis ruling may also serve as a re- 
minder that the “quickie carry-back” 


claim for refund for the earlier year is 
an asset to be distributed to the share- 
holders. Moreover, this asset should be 
taken into account in determining the 
amount of taxable gain to the stock- 


holders from the liquidation. 


Split-off of subsidiary approved 

Rev. Rul. 56-450 (IRB 1956-37, 15) 
demonstrates the feasibility of splitting 
off a subsidiary from its parent. It also 
points up the basic requirements of 
Section 355 as construed by Internal 
Revenue: (1) a valid business purpose 
for the transaction; (2) each of the two 
businesses must have been actively con- 
ducted for at least five years before the 
distribution; and (3) after the distribu- 
tion both corporations will continue to 
be active. The ruling also noted that no 
sales of stock are contemplated to be 
made after the distribution. This, of 
course, is an echo of Internal Revenue’s 
“bail-out” concept. All of these require- 
ments were met and, hence, the ruling 
was favorable. 

The interesting feature of Rev. Rul. 
56-450 is that it approved not only a 
split-off of the two businesses but also 
of the shareholders. After the transaction 
was over, we find that three shareholders 
15% 
of the stock of the parent, ended up 
owning over 80% of the stock of the 
former sub. This shifting of proprietary 
stockholders, 
now permitted under the 1954 Code, 


who had previously owned only 


interest among which is 
may, however, create problems if in the 
exchange there is a disparity in the 
value of the stock surrendered and the 


stock received. The value of closely held 
stock is always difficult to determine 
and, where the stockholders are closely 
related, there may be a gift effected by 
the disparity or there may be an element 
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of compensation. These possibilities are 
recognized in several cross referenced 
provisions in Subchapter C. 

The Service neatly ducked this prob- 
lem by observing that no opinion is 
stated as to whether the split-up may 
result in gifts or in the payment of 
compensation to any stockholders. While 
this reservation may be sound from an 
administrative standpoint, to the tax- 
payer involved it may be thought of 
as an unwelcome cloud whose contents 
may someday descend. 


Section 303 redemption 


had 
been puzzled and uncertain whether a 


Some fiduciaries and tax men 
Section 303 redemption could be used 
to pay funeral and administration ex- 
penses paid before the enactment of the 
1954 Code. Their doubts were founded 
on the fact that the old Section 115(g) 
(3) of the 1939 Code covered redemp- 
tions only to pay death taxes, but not 
funeral and administration expenses. 
303 of the 1954 Code 
liberalized to include the cost of funeral 
that Section 


whether 


Section was 


and administration, but 
did itself 
expenses had to be paid after the enact- 
ment of the 1954 Code. 

Rev. Rul. 56-449 (IRB 1956-37, 13) 
has now set that problem, and a related 


not specify such 


worry, to rest. It is now definite and 
clear that a redemption under Section 
303 
expenses incurred and paid prior to the 


enactment of the 1954 Code. It likewise 


covers funeral and administrative 


covers those administration expenses 


whether they were deducted on the 
estate’s federal income tax return or on 
Thus, fiduciaries 
with 


pending for over two years may proceed 


its estate tax return. 


and tax men concerned estates 
with certainty on their delayed redemp- 


tions. 
Spin-offs revisited 

In our earlier issues we expressed en- 
that 
finally approved a spin-off. Now we 


thusiasm Internal Revenue had 
are delighted to note another spin-off 
has succeeded the statutory hurdles of 
Section 355 and the confirming policies 
of the Internal Revenue Service. Hence, 
our title “spin-offs revisited”, which is 
borrowed from a talk by Lester Ponder, 
one of our regular contributors, who 
brought to life an audience which had 
previously heard him discuss spin-offs 
under the 1939 Code. 

Rev. Rul. 56-451 (IRB 1956-37, 17) 


announces no startling principles, but 
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it does demonstrate that approval of 
the Service is possible if ample business 
reasons are supplied. The outstanding 
feature of the ruling is that it is feasible 
to spin-off a separate component of an 
entire business. 

Such a separation is not always easy 
to accomplish. Here the corporation 
One 


was directed to one industry and the 


published four trade magazines. 


others to another distinct industry. The 
editorial staff and advertising salesmen 


were separate. So were the offices, al- 


though in the same building. Separate 
accounts were kept on the books for 


each publication. The only common 


employees were general officers and 


certain clerical and production em- 


ployees. The readers and advertisers of 


December 1956 


the publications were distinct and their 
respective problems were also different. 

Thus, a clear showing of “separate- 
ness” was established in this particular 
ruling. Frequently a corporate taxpayer 
is not able to furnish satisfactory proof 
that it has been operating two separate 
this is a 
major condition of Section 355, good 


and distinct businesses. Since 


practical long-range planning would sug- 
gest the desirability of establishing early 
in the life the 
degree of this metaphysical separation— 


corporate maximum 
if a spin-off is ever to be one of the 
ultimate goals or possibilities. Even if 
no spin-off were ever contemplated, it 
is good business to keep departments 
separated on the books so as to main- 
tain closer control over costs and sales. 





Loans by sole stockholder really capital 
contributions. 


laxpayer-lawyer made 
advances to a wholly-owned corporation 
which was formed to 


The 


vances were capital contributions rather 


operate an ice 


arena. Tax Court holds these ad- 
than loans. No date was set for repay- 
ment, no interest was paid, no security 
was given, and he was in nowise given 
preference over the general corporate 
creditors. On liquidation of the corpo- 
ration, the unpaid portion of such 
contributions was therefore a capital, 
rather than an ordinary loss. Dorsey, 


TCM 1956-212. 


Pro-rata redemption of part of pre- 


ferred not a dividend. The Service 
holds that a pro-rata redemption by a 
corporation of 20% of its preferred 


stock is not essentially equivalent to a 


dividend where no single shareholder 
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or family group had more than 25% of 
the voting power. Shareholders who held 
both preferred and common generally 
did not hold preferred and common in 
the same proportion as the common. 
Rev. Rul. 56-485. 


Pro-rata redemption of preferred equiva- 
lent to a dividend (old law). Payments 
received in 1950 and 1951 by the stock- 
holders of a successful and expanding 
manufacturing company in pro-rata re- 
demption of their preferred stock are 
held to be essentially equivalent to the 
distribution of a 
There 

holders’ 


dividend. 
the 
interest in 


taxable 
stock- 
the 
no corporate-business 


was no change in 
proportional 
common. shares, 


purpose, and no contraction of cor- 
porate invested capital. The Tax Court 
finds the net effect of the redemption 
is the same as if a cash dividend had 


been paid. Kessner, 26 TC No. 134. 


Substantially all assets transferred in 
reorganization; it is tax-free. [Acqui- 
escence| Taxpayer had a wholly-owned 
company which in turn owned 50% of 
another. The parent and subsidiary were 
combined into one by creating a new 
corporation all of whose stock was issued 
the two old com- 
panies except the parent’s shares in the 


for all the assets of 


subsidiary. The Commissioner argued 
that because of this exception the parent 
did transfer substantially all its 
assets. The Tax Court held it did, be- 
cause all the assets of the subsidiary, 
including therefore the parent’s equity, 


not 





were transferred. George, 26 TC No. 49, 
acq. IRB 1956-39. 


102 penalty rejected; war earnings ac- 
cumulated for future expansion (old 
law). As a manufacturer of woodworking 
machinery, taxpayer had accumulated a 
very substantial undistributed surplus 
during World War II. The Court holds 
it was not subject to the Section 102 
penalty; the accumulated earnings, tax- 
payer showed, were needed for postwar 
expansion and improvement of plant 
which was obsolete and unfitted for in- 


tense postwar competition. Newman 
Machine Co., 26 TC No. 133. 
lh 


Income from operation of farms is not 
“vent.” Rents 
included in personal holding company 


[Non-acquiescence] are 
income unless they constitute 50% or 


more of corporate gross income. A 


corporation owning farms contracted 
with farmers to farm the property. They 
paid a stated percentage of crops as 
The kept 


detailed records of the operations and 


compensation. corporation 


exercised active management and super- 
The 
income 


vision through an agent. Tax 
held that the 


from the farm operations was not rent; 


Court derived 
it was income from farm operations. 
Webster Corp., 25 TC No. 10, non-acq. 
IRB 1956-39. 

lk 

No gain on redemption of stock to 
cancel debt; value equaled basis. | Acqui- 
escence| Taxpayer surrendered her stock 
to a corporation in satisfaction of a 
debt she owed it. The Tax Court held 
she realized no gain on the transaction; 
the full 
value by the surrender of the stock at 
$100 a its fair 
market value and basis to the taxpayer. 


indebtedness was satisfied at 


share, which was also 


Waldheim, 25 TC No. 96, acq. IRB 
1956-39. 
$42,000 salary reasonable—officer not 


in control. A $42,000 salary to a corpo- 
rate officer is held to be reasonable be- 
cause the board of directors had ap- 
proved it in advance and taxpayer and 
his sons owned 40% of the stock of the 
corporation but did not control the 
board. A $6,000 expense allowance seems 
reasonable to the court. The total en- 
tertainment account including 


amounted to only 1/10 of 1% 


this sum 
of sales. 
However, because the expense not 
substantiated, this $6,000 is held to be 
additional compensation. The total of 


the salary and the allowance is reason- 


was 
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able as a salary deduction. Williams Co., 
DC La., 7/11/56. 


Distribution of current earnings in liqui- 
dation not a dividend for holding com- 
pany surtax. Taxpayer was a personal 
holding company prior to its total dis- 
solution on June 14, 1948. Throughout 
the year, taxpayer had a deficit in its 
accumulated earnings and profits, but 
it did have current earnings and profits. 
that the 


earnings and profits distributed in dis- 


faxpayer contended current 
solution were dividends for the purpose 
of computing the paid credit personal 
The 


court agreed, saying that by complete 


holding company surtax. district 


liquidation it got current earnings into 
the hands of its stockholders and satis- 
fied the intent of Congress in imposing 


a surtax on undistributed earnings. The 


district court noted that the Commis- 
sioner had changed his position on this 
issue in 1954. An IT, issued in 1937 


and in effect while the taxpayer liqui- 
dated, supported taxpayer’s argument. 
This court reverses. Only dividends are 
available for credit, and the Code clearly 
distinguishes between a dividend and 
a distribution in liquidation. St. Louis 
Co., CA-3, 9/24/56. 


No ‘dividend on redemption of preferred 
exchanged for salary notes. From 1942 
to 1945, taxpayer received notes from 
his corporate employer in settlement of 
his salary and reported their full face 
value as taxable income. Later, several 
of the notes were exchanged for pre- 
ferred stock to improve the corporation's 
credit position. The Tax Court holds 
that redemption of the preferred was 
not a taxable dividend; it was merely 
the completion of the initial transaction 
of repaying the notes and making a cash 
salary payment for which the notes had 
originally been issued. Golwynne Estate, 
26 TC No. 151. 








RECENT DECISIONS AFFECTING EXEMPT INSTITUTIONS 








Foundation’s investments and accumula- 


tion of income reasonable. In a long 


opinion reviewing the cases and legis- 
lative history leading to the restrictions 
on charitable foundations embodied in 
Act of 


one of the first cases arising under that 


the Revenue 1950, this court, in 


this 
had 


the 
The 


because of its 


act, upholds exemptions of 


foundation. Commissioner 


claimed that investment 
activity the foundation was not operated 
exclusively for charity and that it un- 
reasonably accumulated income. Con- 
cerning the investment policy, the court 
concedes that it was not typical of chari- 
ties because many of the investments 
were in second and third mortgages and 
the foundation borrowed 


had about a 


million dollars to buy stock of Food 
Fair (publicly held but operated by the 
founder) even though a three-point de- 
cline in the stock would have wiped out 
the whole foundation. Nevertheless, the 
court holds that the investment activity 
did not amount to a business and did 
not cloak tax avoidance. Concerning the 
the 


notes that the foundation pledged $500,- 


unreasonable accumulation, court 
000 to Brandeis University for a medical 
research building. To accumulate this 
sum would take six or seven years at 
current rates of income and receipts of 
donations. This is a reasonable program. 


Friedland Foundation, DC NJ 8/24/56. 


No exemption for veterans post, with 
social members; or for corporation hold- 
ing building. Affirming the Tax Court, 
the Third 
from taxation to a post of Polish Army 
The had 


been ruled exempt, but this post took 


Circuit denies exemption 


veterans. parent association 


in -“social” members who paid dues, 


were admitted to the clubhouse, but 


were ineligible for disability benefits. 


The post therefore could not qualify 
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either as a fraternal beneficiary society 
(benefits were not payable to all mem- 
bers), as a nonprofit club (earnings 
from the bar inured to the veteran mem- 
bers as benefits), or as a civic league (for 
the same reason). The association which 
was formed to hold the post building 
and attached real property was operated 
for profit; it used the rents to pay off 
the mortgage. The case is remanded to 
the Tax Court for determination of de- 
ficiencies and penalties, if any. Polish 
Army Veterans Post, CA-3, 9/17/56. 
An _indi- 
business 


denied. 
masonry 


Tax-exempt status 


vidual operated a 


through three entities: partnership, 
corporation and foundation, all tax- 
payers here. The foundation was set 
up to aid needy students, and certain 


contracts were taken in the foundation 
name. After noting these facts, the court 
merely states that taxpayer’s foundation 
failed to sustain the burden of proof 
that the foundation was organized and 
operated exclusively for charitable or 


educational purposes. The court gives 
no reasoning. The foundation is denied 
ax-exempt status, and contributions to 
it are not deductible. Lichter Founda- 


tion, DC Ohio, 7/17/56. 


University alumni association tax ex- 

empt. An alumni association organized 

primarily to promote the welfare of the 

university with which it is affiliated, sub- 

ject to its control, and operated as an 

integral part of it, qualifies as a tax- 
, 


exempt educational organization. Rev. 
Rul. 56-486. 
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